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Title 17—Commodity and Securities 
Exchanges 


CHAPTER lI—SECURITIES AND 
EXCHANGE COMMISSION 


(Release Nos. 33-5966; 34-15108; 35-20688; 
IC-10382; AS-253] 


PART 210—FORM AND CONTENT OF 
FINANCIAL STATEMENTS, SECURI- 
TIES ACT OF 1933, SECURITIES EX- 
CHANGE ACT OF 1934, PUBLIC 
UTILITY HOLDING COMPANY ACT 
OF 1935, INVESTMENT COMPANY 
ACT OF 1940, AND ENERGY 
POLICY AND CONSERVATION ACT 
OF 1975 


Adoption of Requirements for Finan- 
cial Accounting and Reporting 
Practices for Oil and Gas Producing 
Activities 


AGENCY: Securities and Exchange 
Commission. 


ACTION: Final rules. 


SUMMARY: The Commission has 
reached the following conclusions re- 
garding oil and gas accounting: (1) 
Traditional accounting methods fail to 
provide sufficient information on fi- 
nancial position and operating results 
of oil and gas producers; (2) informa- 
tion supplemental to primary financial 
statements is required to permit as- 
sessment of the financial position and 
operating results of a company and to 
permit comparison of companies en- 
gaged in oil and gas producing activi- 
ties; (3) development of an accounting 
method based on a valuation of proved 
oil and gas reserves would provide sig- 
nificant useful information, and steps 
should be taken to develop such a 
method; and (4) in these circum- 
stances, requiring either successful ef- 
forts or full cost as a uniform method 
of accounting is unwarranted. Accord- 
ingly, the Commission is adopting 
rules that require disclosure in finan- 
cial statements of supplemental finan- 
cial and operating data (including in- 
formation on future net revenues from 
production of proved oil and gas re- 
serves) that apply regardless of the ac- 
counting method followed. The rules 
also specify the form of successful ef- 
forts method of accounting that oil 
and gas producers may follow. Alter- 
natively, oil and gas producers may 
follow the full cost method, pursuant 
to rules that the Commission is pro- 
posing separately for public comment. 
Two other releases contain related 
proposals that would (1) conform the 
Commission’s existing oil and gas dis- 
closure requirements to the new finan- 
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cial statement rules and (2) require a 
supplemental earnings summary based 
on a valuation of proved oil and gas re- 
serves. The rules published in this re- 
lease apply in filings with the Commis- 
sion pursuant to the Federal securities 
laws and in the preparation of ac- 
counts by persons engaged, in whole 
or in part, in the production of crude 
oil or natural gas in the United States 
for purposes of filing with the Depart- 
ment of Energy reports of energy in- 
formation that are subject to the re- 
quirements of the Energy Policy and 
Conservation Act of 1975. 


EFFECTIVE DATE: The rules pub- 
lished in this release shall be effective 
initially for full fiscal years ending 
after December 25, 1979. 


FOR FURTHER 
CONTACT: 


Richard C. Adkerson or James L. 
Russell 202-755-0222, Office of the 
Chief Accountant, Securities and Ex- 
change Commission, 500 North Cap- 
itol Street, Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: 


I. SUMMARY OF CONCLUSIONS 


INFORMATION 


The Commission has concluded that 
significant improvements in the com- 
munication of financial position and 
operating results of oil and gas pro- 
ducers can be achieved through (1) 
adopting requirements for disclosure 
of specified historical information re- 
lating to oil and and gas producing ac- 
tivities; (2) adopting requirements for 
disclosure of information relating to 
future net revenues from estimated 
production of proved oil and gas re- 
serves; and (3) developing a method of 
accounting that provides for recogni- 
tion in financial statements of proved 
oil and gas reserves as assets and 
changes in proved oil and gas reserves 
in earnings. 


DEVELOPMENT OF A NEW METHOD OF 
« CCOUNTING 


The Commission has determined 
that development of new financial ac- 
counting measurement standards will 
be necessary to achieve meaningful re- 
porting of earnings and financial posi- 
tion for oil and gas producing compa- 
nies. Financial statements should seek 
to provide decisionmakers with infor- 
mation that is both relevant and reli- 
able. The Commission assessed the 
various alternative methods of ac- 
counting considered during its pro- 
ceeding on accounting for oil and gas 
producing activities on this basis. 

The Commission has concluded that 
significant improvement in the mea- 
surement of assets and earnings in the 
primary financial statements of oil 
and gas producing companies can be 
achieved only through the develop- 


ment and implementation of an ac- 
counting method that reflects: 


(1) Proved oil and gas reserves as assets in 
the balance sheet; 

(2) Additions to proved reserves and 
changes in valuations of proved reserves in 
the income statement; and 

(3) All costs associated with finding and 
developing additions to proved oi! and gas 
reserves, together with all costs determined 
to be nonproductive during the current 
period, in the income statement. 


The Commission is calling the ac- 
counting method to be developed on 
this basis “reserve recognition ac- 
counting” or “RRA.” 

The feasibility of developing RRA, 
however, is not assured at the present 
time because of the inherent impreci- 
sion of estimates of proved oil and gas 
reserves and the need to establish 
standards for valuations of these re- 
serves in order to achieve an accept- 
able degree of reliability. Nevertheless, 
the Commission has concluded that ef- 
forts shouid be directed toward the de- 
velopment and implementation of 
RRA so that the goal of obtaining rel- 
evant and reliable financial statements 
of oil and gas producers can be real- 
ized, a goal that appears attainable on 
the basis of information now available 
to the Commission, notwithstanding 
the admittedly difficult problems to be 
resolved. 

Accordingly, the Commission is initi- 
ating a series of steps seeking the de- 
velopment of RRA. Actions will be 
taken to gain experience with the 
public reporting of valuations of 
proved oil and gas reserves so that im- 
plementation problems can be identi- 
fied and addressed on a timely basis. 
The approach will also allow flexibil- 
ity for the Commission to revise its di- 
rection should circumstances indicate 
that revisions are necessary. The ini- 
tial step in attempting to develop RRA 
is the adoption of a requirement for 
the disclosure in financial statements 
of the present value of future net reve- 
nue from the estimated production of 
proved oil and gas reserves, beginning 
in filings with the Commission that in- 
clude fiscal years ending after Decem- 
ber 25, 1979, as previously proposed in 
Release Nos. 33-5878 dated October 
26, 1977 (42 FR 57651) and 33-5916 
dated March 17, 1978 (43 FR 12334). 
(However, in Release No. 33-5967, pub- 
lished concurrently, the Commission 
proposes that these data be disclosed 
outside financial statements for years 
ending after December 25, 1978.) The 
required data are to be compiled using 
a prescribed methodology, i.e., devel- 
oping future net revenue information 
on the basis of present economic con- 
ditions and using a specified discount 
rate. Registrants will be permitted to 
disclose additional data on other bases 
to supplement the required data. 
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Concurrently, the Commission is 
publishing for comment proposed 
rules that require the presentation of 
a supplemental earnings summary re- 
lating to oil and gas producing activi- 
ties prepared on the basis of RRA, be- 
ginning with filings with the Commis- 
sion covering fiscal years ending after 
December 25, 1979 (see Release No. 33- 
5969, Aug. 31, 1978). The information 
generated and the experience gained 
in developing and disclosing valuation 
information on proved oil and gas re- 
serves, resulting from the disclosure 
requirements described in this release 
and from the presentation of the sup- 
plemental RRA earnings summary, 
will provide the basis for the Commis- 
sion to decide whether and, if so when 
RRA should be proposed as the re- 
quired accounting method for the 
preparation of primary financial state- 
ments of oil and gas producing compa- 
nies. 

The Commission presently antici- 
pates that this process of assessing the 
feasibility of RRA will continue for at 
least 3 years and could extend further. 
During the period that RRA is being 
developed and its feasibility assessed, 
the Commission has concluded that 
the disclosures of financial and operat- 
ing data required by the rules pub- 
lished in this release will enable inves- 
tors and government policymakers (a) 
to gain an understanding of the finan- 
cial position and operating results of a 
company and (b) to compare the fi- 
nancial position and operating results 
of different companies. In view of its 
efforts to develop RRA, the Commis- 
sion has concluded, as discussed in sec- 
tion V, “Traditional Oil and Gas Ac- 
counting Methods,” that the benefits 
of requiring that all companies adopt 
one of the methods of accounting 
presently-used in the petroleum indus- 
try do not justify the costs and confu- 
sion that would be attendant to such a 
requirement. 

The traditional methods of account- 
ing are inherently limited because of 
their failure to provide timely recogni- 
tion of oi] and gas reserves in assets 
and earnings reported in the financial 
statements. This limitation so severely 
affects the ability of primary histori- 
cal cost financial statements to com- 


municate relevant information on the. 


assets and earning activities of oil and 
gas producers that requiring uniform- 
ity of accounting methods in this in- 
stance would not enhance significantly 
the ability of investors or government 
policymakers to gain an understanding 


of the operations of individual compa-. 


nies or to compare the operations of 
different companies. Meaningful anal- 
yses would focus almost exclusively on 
the supplemental data to be disclosed 
pursuant to the rules published in this 
release, even if uniform accounting 
methods were required. 
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The Commission, therefore, has de- 
termined that during this interim 
period companies may follow either 
the successful efforts method of ac- 
counting, as defined by Statement of 
Financial Accounting Standards No. 
19, ‘‘Financial Accounting and Report- 
ing by Oil and Gas Producing Compa- 
nies” (“FAS 19’’), published in Decem- 
ber, 1977 by the Financial Accounting 
Standards Board (“FASB”), or a pre- 
scribed form of the full cost method. 
The Commission is publishing in this 
release rules relating to the applica- 
tion of successful efforts accounting, 
which conform to the provisions of 
FAS 19, and is publishing in Release 
No. 33-5968 (Aug. 31, 1978) proposed 
rules that would govern the applica- 
tion of the full cost method for compa- 
nies electing to follow that method. 
The rules specifying the application of 
the successful efforts and the full cost 
methods will become effective for full 
fiscal years ending after December 25, 
1979.} 


DISCLOSURE RULES 


The Commission has concluded that 
data supplemental to financial state- 
ments are necessary for an adequate 
understanding of operating results and 
financial position, regardless of the 
method of accounting used to prepare 
and present financial statements of oil 
and gas producers. Thus, the Commis- 
sion has adopted rules that require 
disclosure of the information summa- 
rized below: 


(a) Quantities and annual changes in 
quantities of proved oil and gas reserves; 

(b) Costs incurred in exploration, develop- 
ment, and production activities; 

(c) Capitalized costs relating to oil and gas 
producing activities; 

(d) Historical information on cash flow 
and value of transfers from producing oil 
and gas; ? 

(e) Cash flow and value of transfers (‘‘net 
revenue’”’) from estimated future production 
of proved oil and gas reserves, calculated on 
the basis of current economic conditions; 
and 

(f) Present value of net revenue from esti- 
mated future production of proved oil and 
gas reserves using a ten percent discount 
rate.* 


’The Commission had proposed that its fi- 
nancial statement rules become effective for 
fiscal years beginning after June 15, 1978. 
The rules adopted by the Commission in 
this release, however, become effective for 
fiscal years ending after Dec. 25, 1979. Thus, 
a company with a calendar fiscal year is re- 
quired to adhere to these rules initially in 
its year-end 1979 financial statements. 

*The term “value of transfers from pro- 
ducing oil and gas” refers to production sold 
or transferred to other operations (such as 
refining, transportation, chemical plants, or 
gas processing operations) of the producers. 
Such transfers are to be valued at estimated 
market prices. See newly adopted § 210.3- 
18(k)(4). 

3In addition, Item 2 of Regulation S-K 
(§ 229.20) requires the disclosure of statisti- 
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Although some of this information 
is prescribed by FAS 19, and certain of 
the information has been required 
under previous disclosure rules of the 
Commission, the disclosure require- 
ments adopted by the Commission in 
this proceeding extend beyond prior 
requirements. 


II. BackcrounpD 


The Commission’s determinations 
published in this release, and the 
lengthy and extensive proceeding 
upon which they are based, are unique 
in many respects. They reflect the re- 
quirements of the Energy Policy and 
Conservation Act of 1975, 89 Stat 871 
(“EPCA”’), which directs the Commis- 
sion to assure the development and ob- 
servance of accounting practices to be 
followed in the preparation of ac- 
counts by oil and gas producers, as 
well as characteristics peculiar to the 
oil and gas industry. 

Diversity in financial accounting 
practices of oil and gas producers has 
been a matter of controversy for many 
years.‘ Two primary accounting meth- 
ods (along with variations of each) 
have been followed by oil and gas pro- 
ducers for public financial reporting: 
The successful efforts method, which 
is characterized by capitalizing only 
the costs directly related to productive 
properties; and the full cost method, 
under which all costs incurred in find- 
ing and developing oil and gas reserves 
within broad cost centers are capital- 
ized. 

Reflecting the interest of Congress 
in obtaining meaningful and reliable 
energy information, EPCA directs the 
Commision to assure the development 
and observance of accounting practices 
to be followed by oil and gas producers 
in the preparation of accounts as the 
basis for reports to be required by the 
Department of Energy (“DOE”) in de- 
veloping a reliable energy data base. 
EPCA further provides that, under 
certain circumstances, the Commission 
may rely on the accounting determina- 
tions of the FASB, the private sector 
organization to which the Commission 
looks for the initiative in establishing 
financial accounting standards, in lieu 
of promulgating rules on oil and gas 
accounting practices. In 1975, the 
FASB undertook to establish financial 
accounting and reporting standards 
for oil and gas producing activities. 

EPCA required that such practices 
be developed by December 22, 1977, 


cal data on oil and gas properties, including 
information on acreage owned, drilling ac- 
tivities, and production activities. See Re- 
lease 33-5967, published concurrently, that 
proposes to revise the existing disclosures 
relating to oil and gas properties. 

‘The history of past efforts by the Com- 
mission, the accounting profession, and the 
industry to address this issue is discussed in 
Release No. 33-5877 (42 FR 57661), Oct. 26, 
1977. 
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but the Commission was authorized to 
extend this deadline to afford the op- 
portunity for interested persons to 
submit written comment on whether 
the Commission should recognize or 
rely on accounting practices estab- 
lished by the FASB. In recognition of 
this deadline, the Commission pub- 
lished for public comment proposed 
rules relating to financial accounting 
measurement standards in Release No. 
33-5861 dated August 31, 1977 (42 FR 
44972), and related disclosure stand- 
ards in Release No. 33-5877 dated Oc- 
tober 26, 1977 (42 FR 57661). The pro- 
posed rules, so as not to confuse or 
conflict with the then ongoing FASB 
project, reflected in substance the Ex- 
posure Draft of a Proposed Statement 
of Financial Accounting Standards, 
“Financial Accounting and Reporting 
by Oil and Gas Producing Compa- 
nies,” published by the FASB in July 
1977. This Exposure Draft proposed a 
form of the successful efforts methods 
of accounting as the uniform method 
for all enterprises engaged in oil and 
gas producing activities. 

On December 5, 1977, the FASB 
issued FAS 19, effective initially for 
fiscal years beginning after December 
15, 1978. The provisions of FAS 19 are 
essentially the same as those con- 
tained in the Exposure Draft. The 
Commission, in Release No. 33-5892 
dated December 22, 1977 (43 FR 877), 
requested public comment on whether 
it should rely on the determinations of 
the FASB or adopt other rules to es- 
tablish oil and gas accounting prac- 
tices pursuant to the Federal securi- 
ties laws and to EPCA. As authorized 
by EPCA, the Commission extended 
the deadline for the development of 
these accounting practices. Previously, 
in response to a large number of re- 
quests, the Comnftssion had indicated 
its intention to conduct a public hear- 
ing in connection with its review to de- 
termine the appropriate accounting 
and disclosure standards for oil and 
gas producers. 

The Commission’s proceeding was 
marked by intense interest and exten- 
sive participation by advocates of par- 
ticular points of view relating to oil 
and gas accounting standards. The 
Commission has received a large 
number of written submissions, includ- 
ing many comprehensive analyses of 
issues under consideration. It has also 
included in its public file (No. S7-715) 
for this proceeding the public record 
developed by the FASB during its pro- 
ceeding leading to FAS 19, the public 
record submitted by DOE in connec- 
tion with its inquiry into this matter, 
and the public files of previous pro- 
ceedings on oil and gas accounting of 
the Commission,* the Accounting Prin- 


"See Release Nos. 33-5343 (38 FR 1747), 
Dec. 18, 1972, and 33-5427 (38 FR 28948), 
Oct. 4, 1973. 
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ciples Board (‘APB’) of the American 
Institute of Certified Public Accoun- 
tants, and the Federal Power Commis- 
sion. Members of the Commission and 
its staff heard testimony from 97 wit- 
nesses, compiling over 2,700 pages of 
transcript, during 12 days of the 
public hearing, which was conducted 
both in Washington, D.C. and Hous- 
ton, Tex. Included among those par- 
ticipating in the proceeding were man- 
agers of oil and gas producing compa- 
nies, academics, research consultants, 
representatives of the investment com- 
munity, public accountants, and the 
FASB. 

EPCA requires that the Commission 
consult with DOE, the Federal Energy 
Regulatory Commission, and the Gen- 
eral Accounting Office (“GAO”) with 
respect to accounting practices to be 
developed. Pursuant to this directive, 
an “EPCA Consultation Group” was 
formed which met periodically from 
1976 through early 1978. Both DOE, 
after independently soliciting written 
comment and conducting a 2-day hear- 
ing, and GAO subsequently submitted 
formal comments in connection with 
the Commission’s rulemaking proceed- 
ing. 

The Commission's determinations in 
this matter, as described in this re- 
lease; reflect its independent conclu- 
sions that resulted from this extensive 
deliberative process. They represent, 
in the Commission’s view, the most ef- 
fective and appropriate means of pro- 
viding information for informed in- 
vestment decisions relating to the oil 
and gas producing industry and for in- 
formed decisions by Government poli- 
cymakers. Thus, these determinations 
are in keeping with the goals and re- 
quirements of both the Federal securi- 
ties laws and the applicable Federal 
energy laws. 

The Commission has long been con- 
cerned about the diversity of account- 
ing practices in the petroleum indus- 
try and the availability of relevant fi- 
nancial information to investors in se- 
curities of companies engaged in oil 
and gas producing activities. The pri- 
mary impetus for initially undertaking 
this proceeding, however, was the 
mandate of EPCA that the Commis- 
sion, for purposes of establishing a re- 
liable energy data base, assure the de- 
velopment of accounting practices to 
be followed by oil and gas producers. 
The statutory requirements of EPCA 
distinguish this proceeding from the 
usual role of the Commission in the 
process of establishing financial ac- 
counting standards. ~ 

The Federal securities laws autho- 
rize the Commission to prescribe ac- 
counting practices to be applied in the 
preparation and presentation of finan- 
cial statements and other financial 
data to be included in filings with the 
Commission pursuant to such laws. In 


1938, the Commission, in accounting 
series release (“ASR”) No. 4 (11 FR 
10913), stated its administrative policy 
with respect to financial statements 
included in these filings. ASR No. 4 
provides that the Commission pre- 
sumes that financial statements pre- 
pared in accordance with accounting 
principles for which there is no sub- 
stantial authoritative support are mis- 
leading, notwithstanding disclosure of 
those principles. If there is a differ- 
ence of view between a registrant and 
the Commission, the Commission will 
accept disclosure in lieu of a change in 
the financial statements only if there 
is substantial authoritative support for 
the proposed accounting principle and 
the Commission has not expressed a 
contrary view in an official release. 
Thus, rather than exercise its exten- 
sive authority to adopt specific ac- 
counting principles and methods, the 
Commission elected in large part to 
accept, in the first instance, principles 
already having substantial precedent— 
accounting principles that are general- 
ly accepted in the private sector. 

The FASB was created in 1973 as 
the first independent, full-time body 
designated by the accounting profes- 
sion to formulate and issue financial 
accounting and reporting standards. 
Previously, accounting principles were 
established by standard-setting bodies 
within the American Institute of Cer- 
tified Public Accountants. On Decem- 
ber 20, 1973, the Commission pub- 
lished ASR No. 150 (39 FR 1260), in 
which it reaffirmed its policy of rely- 
ing, in the first instance, on the pri- 
vate sector for the establishment of 
accounting principles and recognized 
the then newly established FASB as 
the entity designated by the private 
sector to have that responsibility. 
That release states in part: 


For purposes of this policy, principles, 
standards and practices promulgated by the 
FASB in its statements and interpretations 
will be considered by the Commission as 
having substantial authoritative support, 
and those contrary to such FASB promulga- 
tions will be considered to have no such sup- 
port (footnotes omitted). 


The Commission’s policy recognizes 
that the FASB operates to establish 
accounting standards, but it does not 
involve a delegation of the Commis- 
sion’s substantive rulemaking authori- 
ty to the FASB. While the Commis- 
sion recognizes that, in general, it is 
most desirable for the private sector 
rather than the Government to devel- 
op accounting standards, the Commis- 
sion retains the final authority under 
the Federal securities laws to promul- 
gate rules, including financial account- 
ing standards, that govern the prepa- 
ration and presentation of financial 
statements issued by publicly owned 
companies, regardless of the FASB'’s 
determinations. 
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The provisions of EPCA, as dis- 
cussed in section VI of this release, 
“Reporting to the Department of 
Energy,” altered the Commission’s tra- 
ditional relationship with the FASB. 
In contrast to the discretionary au- 
thority to prescribe financial account- 
ing practices vested in the Commission 
by the Federal securities laws, EPCA 
requires that the Commission assure 
the development and observance of ac- 
counting practices for the oil and gas 
producing industry. The inseparable 
nature of the issues involving oil and 
gas accounting practices in terms of 
reporting to DOE and to investors re- 
sulted in the Commission’s Determina- 
tion that it should proceed to adopt 
rules under the Federal securities laws 
as well as under EPCA. 

Although EPCA permits the Com- 
mission to rely, under certain circum- 
stances, on accounting practices devel- 
oped by the FASB, the Commission 
can do so (1) only if it is assured that 
the accounting practices would be ob- 
served by oil and gas producers to the 
same extent as would result if the 
Commission had prescribed rules and 
(2) after the Commission had provided 
an opportunity for public comment on 
the FASB’s conclusions. Thus, under 
EPCA the Commission was required to 
conduct a review of FAS 19 that is 
unique with respect to the Commis- 
sion’s traditional role in the process of 
establishing financial accounting 
standards. 

Several commentators in this pro- 
ceeding took a position that the ques- 
tion of whether the Commission 
should support the conclusions of the 
FASB on oil and gas accounting ought 
to be governed by the Commission’s 
assessment of the adequacy of the 
process followed by the FASB, i.e., the 
Commission should seek to satisfy 
itself that the FASB was exposed to 
all relevant background information 
and evidence and, in reaching its con- 
* clusions, all points of view were heard 
and considered. As in all cases in 
which it determines to promulgate 

rules, however, the Commission has 
been required in this matter to reach 
independent conclusions on the sub- 
stantive issues before it. ‘ 

The Commission’s conclusions in 

this proceeding, therefore, should not 
be considered an expression of dissat- 
isfaction with the FASB’s standard- 
setting procedures or with its delibera- 
tions on this subject. Even though the 
Commission’s judgment differs from 
that of the FASB in certain respects in 
this instance, the Commission views 
neither the proceeding it undertook 
.involving oil and gas accounting nor 
the outcome as evidencing any change 
in the Commission’s basic policy of 
looking to the FASB for the initiative 
in establishing and improving account- 
ing standards. 
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The Commission has recently reaf- 
firmed its belief that this initiative be- 
longs in the private sector, subject to 
oversight by the Commission, and its 
support of the FASB as the body in 
the private sector primarily responsi- 
ble for undertaking such initiative.® 
The Commission intends to maintain 
its support of the activities of the 
FASB and encourages it to continue 
the aggressive pursuit and resolution 
of complex financial accounting and 
reporting issues. As in the past, the 
Commission will continue to partici- 
pate in the standard-setting process in 
its traditional active oversight capac- 
ity in accordance with its policy of 
looking to the FASB for the initiative 
in addressing financial accounting 
issues. 


III. Basis or CONCLUSIONS 


The discovery of oil and gas is the 
most significant event in exploration, 
development, and production activi- 
ties. Traditional accounting methods 
do not provide for recognition of this 
event in recording the assets or earn- 
ings of companies engaged in this in- 
dustry, and, as a result, do not provide 
for a meaningful presentation of oper- 
ating results or financial position. The 
Commission is seeking to remedy this 
limitation, which applies equally to 
the successful efforts and the full cost 
methods, by striving to develop an ac- 
counting method (reserve recognition 
accounting) that would recognize 
proved oil and gas reserves as assets 
and that would recognize changes in 
proved oil and gas reserves in earnings 
as the changes occur. 

A fundamental consideration of the 
Commission in this proceeding has 
been to assure that information is 
communicated about the assets of an 
oil and gas producing company. The 
FASB, in conneciion with its project 
on the “Conceptual Framework for Fi- 
nancial Accounting and Reporting,” 
has proposed the following definition 
of ‘assets’ for financial accounting 
purposes: 


Assets are financial representations of 
economic resources—cash and future eco- 
nomic benefits—the beneficial interest in 
which is legally or equitably secured to a 
particular enterprise as a result of a past 
transaction or event affecting the enterprise 
(footnote omitted). Economic resources 
benefit a business enterprise by increasing, 
directly or through use in earning activities, 
future net cash inflows to the enterprise. A 
resource other than cash must have three 
characteristics to be represented as an asset 
in the financial statements of an enterprise: 
(a) The resource must, singly or in combina- 
tion with other resources, contribute direct- 
ly or indirectly to future cash inflows (or to 


‘Securities and Exchange Commission 
Report to Congress on the Accounting Pro- 
fession and the Commission’s Oversight 
Role” (Washington, D.C.: U.S. Government 
Printing Office, 1978), pp. 29-31. 
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obviating future cash outflows), (b) the en- 
terprise must be able to obtain the benefit 
from it, and (c) the transaction or event 
giving rise to the enterprise’s right to or in- 
terest in the benefit must already have oc- 
curred.’ 


Proved oil and gas reserves consti- 
tute the most important asset for most 
companies in the oil and gas producing 
industry.* An investor or a government 
policymaker making decisions based 
on past activities and expectations of 
future prospects of companies engaged 
in oil and gas producing activities re- 
quires information on proved oil and 
gas reserves. This information, accord- 
ingly, must be emphasized prominent- 
ly in financial reporting. 

The primary focus of financial re- 
porting is information relating to 
earning activities. Although partici- 
pants in the securities markets and 
government policymakers base deci- 
sions on various types of information, 
including but certainly not limited to 
publicly reported financial informa- 
tion, meaningful presentation of earn- 
ings is a primary goal of financial re- 
porting. 

Several adverse consequences occur 
if reported earnings are not regarded 
as meaningful. In the first place, the 
confidence of investors and govern- 
ment policymakers in the information 
conveyed by financial reporting is 
eroded to the extent that reported 
earnings are regarded as not relevant. 
This may affect confidence in the se- 
curities markets and the willingness of 
investors to hold or acquire equity se- 
curities. Government policymakers 
may seek to require needed informa- 
tion through more burdensome report- 
ing requirements. 

Further, reported assets and earn- 
ings have significance in other re- 
spects. Financial accounting data are 
often used as the basis for debt and 
other contractual arrangements. Man- 
agers of companies for various reasons 
place importance on reported financial 


7Exposure Draft of Proposed Statement 
of Financial Accounting Concepts: ‘“‘Objec- 
tives of Financial Reporting and Elements 
of Financial Statements of Business Enter- 
prises” (Stamford, Conn.: FASB, December 
1977), paragraphs 47-48. 

’The FASB indicated that oil and gas re- 
serves qualify as assets under its proposed 
definition of assets discussed above; howev- 
er, the FASB noted that defining reserves as 
assets does not necessarily determine that 
reserves should be included in financial 
statements or how reserves should be meas- 
ured if they are included in financial state- 
ments. As discussed below, the FASB com- 
mented that value accounting, in its view, 
was not a realistic alternative at this time 
for measuring earnings of an oil and gas 
producing company. (Comments of the 
FASB, May 31, 1978, pp. 50-54 in File S7- 
715.) 

°FASB Exposure Draft: “Objectives of Fi- 
nancial Reporting and Elements of Finan- 
cial Statements of Business Enterprises,” 
paragraph 14. 
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results, which frequently are the basis 
for evaluation of their performance 
and for their compensation. If finan- 
cial accounting fails to provide report- 
ed earnings that convey material in- 
formation, managers may be under 
further temptation to take actions to 
maximize reported financial results 
even if these actions are not economi- 
cally justified or in the interests of 
shareholders. '° 

Financial accounting has inherent 
limitations and, consequently, undue 
emphasis on a single net income 
amount by investors and by govern- 
ment policymakers should be avoided. 
The Commission, nevertheless, be- 
lieves that it is essential to make re- 
ported earnings as meaningful as pos- 
sible in communicating economic in- 
formation to decisionmakers. 

The relevance of reported assets and 
earnings of companies engaged in this 
industry would be vastly enhanced if 
oil and gas reserves were recognized as 
assets and changes in reserves were in- 
cluded in earnings. An acceptable level 
of reliability, however, is necessary 
before data should be required in 
public reports, and an even higher 
degree of reliability is mecessary 
before it should be incorporated into 
the primary financial statements. 

Oil and gas reserves cannot be meas- 
ured directly—they can only be esti- 
mated—and such estimates cannot 
achieve high precision in many cases. 
Furthermore, placing a valuation on 
estimated quantities of oil and gas re- 
serves involves additional estimates 
that are also imprecise. The Commis- 
ion has concluded that supplemental 
disclosure of valuation information on 
oil and gas reserves in accordance with 
its newly adopted rules is appropriate 
even though the information cannot 
be precisely determined, as discussed 
in section VII, “Description of the 
Rules.” 

Although valuations of proved oil 
and gas reserves are commonly devel- 
oped and used in financing arrange- 
ments, in transactions involving pur- 
chases and sales of proved properties, 
and for internal managerial purposes, 
few public disclosures of these data 
have been made previously. The Com- 
mission does not, consequently, have 
adequate information now available to 
support a conclusion that the data are 
sufficiently reliable to be used as the 
basis of primary financial statements 
at this time. Because of the potential 
to enhance significantly the useful- 
ness of financial data of oil and gas 
producers through incorporating valu- 
ations of reserves in financial state- 
ments, the Commission believes that 


*° However, as discussed in section V, “Tra- 
ditional Oil and Gas Accounting Methods,” 
the Commission believes the focus of the 
objectives of financial reporting should be 
the information requirements of users of fi- 
nancial data. 
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efforts should be directed toward (a) 
obtaining public disclosure of these 
data so that their reliability can be as- 
certained, and (b) striving aggressively 
to develop a workable method of ac- 
counting based on the data. 

The actions taken by the Commis- 
sion as described in this release are 
the first in a process that must be 
flexible in order to provide an oppor- 
tunity to address problems as develop- 
ment of a valuation system of account- 
ing for oil and gas producing activities 
proceeds. Progress must be timely be- 
cause of the continuing need for rele- 
vant financial statements in this in- 
dustry. 


REVENUE RECOGNITION 


Traditional accounting methods in 
the oil and gas producing industry are 
based on a revenue-recognition con- 
vention known as the “realization” 
principle, a principle that is embodied 
substantially throughout generally ac- 
cepted accounting principles. APB 
Statement No. 4 contains the follow- 
ing discussion of the realization princi- 
ple: 


Most types of revenue are the joint result 
of many profit-directed activities of an en- 
terprise and revenue is often described as 
being “earned” gradually and continuously 
by the whole of enterprise activities * * *. 
All of the profit-directed activities of an en- 
terprise that comprise the process in which 
revenue is earned may be called the earning 
process. 

Revenue is conventionally recognized at a 
specific point in the earning process of a 
business enterprise, usually when assets are 
sold or services are rendered. This conven- 
tional recognition is the basis of the perva- 
sive measurement principle known as real- 
ization * * *. Revenue is generally recog- 
nized when both of the following conditions 
are met: (1) The earning process is complete 
or virtually complete, and (2) an exchange 
has taken place.'! 


The Commission has concluded that 
the earning process in exploring for 
and then producing oil and gas differs 
significantly from that of most other 
industries and that this justifies dif- 
ferent treatment within the existing 
accounting framework.” In most in- 


«Statement No. 4—Basic Concepts and 
Accounting Principles” (New York, N.Y.: 
American Institute of Certified Public Ac- 
countants, Inc., 1971), paragraphs 148-153 
(emphasis in the original). The APB, the 
predecessor to the FASB as the private 
sector body involved in establishing finan- 
cial accounting standards, issued “State- 
ments” and “Opinions.” APB Statements, 
unlike Opinions, do not establish authorita- 
tive standards but rather present the APB’s 
conclusions on certain accounting issues. 

"Revenue under existing generally ac- 
cepted accounting principles is recognized in 
certain cases on a basis other than the real- 
ization convention. APB Statement No. 4 in- 
dicated: ‘‘For example, on long-term con- 
struction contracts revenue may be recog- 
nized as construction progresses. This ex- 
ception to the realization principle is based 


dustries the cost of producing or ac- 
quiring an asset or product is normally 
related directly to the revenue that 
may be expected to be derived from 
the product or asset. Consequently, 
the cost of an asset when it is acquired 
may be expected to provide a reason- 
able reflection of its value, at least 
under normal conditions. On the other 
hand, in oil and gas exploration, a 
great deal may be spent on a property 
that has no value at all or, conversely, 
relatively small expenditures may 
result in the discovery of very valuable 
oil and gas reserves. Thus, the cost of 
exploring for and developing oil and 
gas reserves has no necessary relation- 
ship to the value of these reserves, 
except perhaps on an industrywide 
basis in the long run. In other words, . 
in most industries the value to the 
business at the time of making an in- 
vestment is appropriately represented 
by costs incurred, even though values 
of assets in all industries obviously 
change over time." This condition 
does not exist in the oil and gas pro- 
ducing industry. 

Besides the fundamental difference 
in the nature of the earning process, 
another distinguishing characteristic 
of the petroleum industry is that the 
marketability of oil and gas at prices 
above a minimum level appears rea- 
sonably assured for the present and, 
absent a radical technological innova- 
tion, for the foreseeable future. As 
commodities, oi] and gas are each rela- ’ 
tively homogeneous and the supply of : 
each, while unknown, is limited. These - 
two factors are likely to continue to 
cause upward pressure on _. prices : 
(again, as long as no developments 
reduce demand significantly). ; 
- Thus, because (1) the earning proc- « 
ess in this industry has discrete move- 
ments, based on information gained at 
the point of discovery of reserves at- 
tributable to a particular property, or 
at the point of impairment of the 
value of the property as a result of 
gaining information through drilling 
or otherwise, and (2) the marketability 
of oil and gas appears relatively as- 
sured under existing economic condi- 
tions, the Commission believes that an 
exception to.the principle of recogniz- 


on the availability of evidence of the ulti- 
mate proceeds and the consensus that a 
better measure of periodic income results. 
Sometimes revenue is recognized at the 
completion of production and before a sale 
is made. Examples include certain precious 
metals and farm products with assured sales 
prices. The assured price, the difficulty in 
some situations of determining costs of 
products on hand, and the characteristic of 
unit interchangeability are reasons given to 
support this exception.” (Paragraph 153.) 

'SAs discussed in section IV, “Scope of 
Conclusions,” the Commission has required 
disclosure of replacement cost information 
in response to measuring the impact of 
changing prices on financial statements in 
general. 
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ing revenue only upon realization is 
justified and, moreover, is required to 
achieve meaningful reporting of assets 
and earnings. 


DEVELOPMENT OF RRA 


The plans for attempting to develop 
RRA involve specific actions to take 
place sequentially. The first step will 
be an evaluation of the disclosures in 
response to the rules published in this 
release, including the present value in- 
formation relating to estimated future 
production. of proved oil and gas re- 
serves (see section VII, “Description of 
the Rules’’). 

Concurrently, the Commission is 
publishing in a separate release (Re- 
lease No. 33-5969) proposed rules that 
would require registrants to prepare a 
supplemental earnings summary of oil 
and gas producing activities on the 
basis of RRA, thereby incorporating 
the present value information on oil 
and gas reserves into a summary 
income statement format. The RRA 
supplemental earnings summary 
would involve a presentation of the re- 
sults of oil and gas producing activities 
separated into three elements: "* 


(a) Results of current production activi- 
ties would reflect the proceeds of current 
sales and the value of transfers of oil and 
gas less current lifting costs and amortiza- 
tion on a unit-of-production basis of the ag- 
gregate valuation of proved oil and gas re- 
serves. 

(b) Results of current exploration and de- 
velopment activities would reflect the valu- 
ation of proved oil and gas reserves added 
during the current period as a result of ex- 
ploration, development, and improved recov- 
ery programs less the exploration and devel- 
opment costs associated with the proved re- 
serves added or determined to be nonpro- 
ductive during the current period. 

(c) Revisions to valuations would include 
changes in valuations of proved oil and gas 
reserves added in previous periods as a 
result of revisions in estimated quantities 
and production rates, revisions to reflect 
changes in the prices of oil and gas and in 
the costs of development and production, 
and increases in the valuations resulting 
from the passage of time as a result of ap- 
plying the discounted cash flow method of 
valuation. 


All other accounting principles 
would be applied in accordance with 
existing generally accepted accounting 
principles. The supplemental RRA 
earnings summary would, therefore, 
not be prepared on a full “current 
value” basis, because the valuation of 
assets other than proved oil and gas 
reserves (and those directly related to 
reserves, i.e., mineral resource 
assets '*) and the valuation of liabil- 


“Valuations of oil and gas reserves would 
be computed following the methodology re- 
flected in the disclosure rules published in 
this release, i.e., using current prices of oil 
and gas, current costs of development and 
production, and a specified 10 percent dis- 
count rate (see new § 210.3-18(k)(6)). 

See Staff Accounting Bulletin (“SAB”) 
No. 10 dated July 27, 1976 (41 FR 13596) for 
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ities would be unchanged from the pri- 
marily historical cost basis embodied 
in generally accepted accounting prin- 
ciples. 

Furthermore, the valuation of 
proved oil and gas reserves, as noted 
above, would be required to conform 
to the methodology prescribed by the 
Commission. The valuation, conse- 
quently, would not result necessarily 
in a ‘“‘best” estimate of the fair market 
value of a company’s proved oil and 
gas reserves, which would require con- 
sideration of expected future economic 
conditions. But, in the Commission's 
view, a valuation on the prescribed 
basis will be representative of the 
market value of proved oil and gas re- 
serves derived on a relatively objective 
and uniform basis. 

A supplemental RRA earnings sum- 
mary, if the proposed rules are adopt- 
ed, would be required initially in fil- 
ings with the Commission that include 
fiscal years ending after December 25, 
1979. While the proposed rules provide 
a general format of the proposed pres- 
entation, the Commission views the 
proposals as establishing general 
rather than specific guidelines in this 
regard. An extended comment period, 
through April 30, 1979, is provided to 
permit registrants and users of finan- 
cial information to consider their ex- 
periences with the initial public disclo- 
sure of valuations of proved oil and 
gas reserves. 

If the Commission determines to re- 
quire the supplemental RRA earnings 
summary, it will evaluate the useful- 
ness of the presentation in terms of 
the relevance and reliability of infor- 
mation it conveys. The Commission 
will ultimately determine whether it 
should propose RRA as the basis of 
the primary financial statements of oil 
and gas producers. A prediction of the 
exact timing for these further consid- 
erations would be speculative at this 
point; however, it appears that imple- 
mentation could not take place prior 
to 1981. 

To assist the Commission and its 
staff in evaluating the experiences 
with disclosure of proved oil and gas 
reserve valuation data, the Commis- 
sion will initiate steps toward the ap- 
pointment of an advisory committee. 
This advisory committee would meet 
with the staff of the Commission to 
consider implementation problems, 
assess experiences in preparing and 
using the valuation information on oil 
and gas reserves, and assist in solicit- 
ing and evaluating public comments 
on the issues involved in this project. 
The advisory committee would be ex- 
pected to include representatives of oil 


the Commission staff’s definition of mineral 
resource assets for the oil and gas producing 
industry, as amended by SAB No. 23 dated 
August 31, 1978, and published concurrently 
with this release. 
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and gas producing companies, inde- 
pendent petroleum engineering firms, 
the investment community, academics, 
and public accounting firms. In addi- 
tion, the FASB and Government agen- 
cies with an interest in this project 
would be invited to participate in or 
observe the work of the advisory com- 
mittee. '* 


EXISTING ACCOUNTING PRACTICES 


The Commission considered whether 
it should require that oil and gas pro- 
ducing companies adopt a uniform 
method of accounting while RRA is 
being developed. The form of the suc- 
cessful efforts method of accounting 
prescribed by FAS 19, the full cost 
method of accounting now followed by 
many companies, and variations of 
these methods were considered. The 
Commission evaluated the benefits of 
a uniform accounting method from 
the standpoint of providing useful in- 
formation to investors and policy- 
makers to assist them in gaining an 
understanding of the operations of a 
company and in comparing the oper- 
ations of companies in the industry 
and of companies in the petroleum in- 
dustry with companies in other indus- 
tries. The Commission considers that, 
as a general rule, a uniform applica- 
tion of accounting methods is and 
should be required to enhance compa- 
rability. It has concluded otherwise in 
this situation because the traditional 
oil and gas accounting methods, none 
of which provide timely recognition of 
reserves in the primary financial state- 
ments, do not adequately communi- 
cate relevant information concerning 
assets and earnings. 

Financial statements of oil and gas 
producing companies prepared under 
any of the traditional accounting 
methods fail to provide investors and 
Government policymakers sufficient 
relevant information to make _in- 
formed decisions. Information present- 
ed to the Commission in this proceed- 
ing indicated that lenders base their 
decisions ‘almost entirely on informa- 
tion other than that reported in the 
basic financial statements and that se- 
curities analysts also look primarily to 
such other information. Because his- 
torical costs do not furnish meaning- 
ful information concerning economic 
resources of oil and gas producing 
companies, the data presented in the 
balance sheet and income statement 
do not adequately assist investors in 
assessing prospective cash flows. Rel- 
evance, one of the critical qualitative 
characteristics of financial reporting, 
is clearly lacking in the presentation 
of assets and net income in financial 
statements of companies engaged in 
oil and gas exploration. 


%The degree of the involvement of the 
Commission and of the FASB in those 
future efforts is discussed further in section 
IV, “Scope of Conclusions.” 
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A consequence of these limitations 
of traditional accounting is that appli- 
cation of a uniform presently accepted 
accounting method in the petroleum 
industry would not provide any appre- 
ciable improvement in the ability of 
investors or policymakers to compare 
companies. Meaningful comparisons 
must be based almost exclusively on 
data other than those reported in tra- 
ditional primary financial statements, 
regardless of whether the same or dif- 
ferent methods of accounting are 
used. 

Similarly, even though the historical 
cost and revenue realization concepts 
reflected in traditional oil and gas ac- 
counting methods are consistent with 
financial accounting concepts used in 
other industries, adherence to a tradi- 
tional method does not achieve inter- 
industry comparability. The applica- 
tion of these accounting conventions 
to the oil and gas producing industry 
so significantly detracts from the rele- 
vence of information communicated 
by the accounting process that the pri- 
mary financial statements are of little 
use in understanding the financial po- 
sition and operating results. of oil and 
gas producers. A uniform traditional 
accounting method, accordingly, 
would not enhance interindustry com- 
parability, notwithstanding that the 
accounting conventions may be essen- 
tially the same as those used in other 
industries. 

The Commission believes that the 
Gisclosures prescribed by its newly 
adopted rules encompass the relevant 
information on oil and gas producing 
activities for assessing the past activi- 
ties and the future prospects of a com- 
pany and for comparing different com- 
panies. The Commission has, there- 
fore, concluded that little benefit in 
terms of disclosure of useful informa- 
tion would be achieved by requiring a 
uniform traditional method of ac- 
counting or a variation of a traditional 
method. 

Any accounting change, moreover, 
has certain economic effects, including 
the costs of changing records and fi- 
nancial statements, the impact on 
management planning, the costs of 
communicating the new information 
to investors and analysts, and the 
costs of revising debt and other con- 
tractual agreements that contain pro- 
visions based on financial accounting 
data. Many commentators in this pro- 
ceeding took a position that a change 
to the successful efforts method of ac- 
counting would, in addition to the 
matters discussed above, have an 
impact on the access to and cost of 
capital for companies that now follow 
the full cost method, thereby placing a 
burden on competition in the petro- 
leum industry and reducing domestic 
exploration for new supplies of oil and 
gas. 
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The Commission believes that the 
potential competitive impact of adopt- 
ing a uniform method of accounting 
for the petroleum industry is not 
likely to be so substantial as to pre- 
clude its mandating a uniform method 
if uniformity would enhance the abili- 
ty of investors and policymakers to un- 
derstand the financial results of a 
company and to compare companies. 
On balance, however, the Commission 
has concluded that selecting one of 
the traditional methods of accounting 
as a uniform method for the oil and 
gas producing industry is not appropri- 
ate. In addition to the costs of chang- 
ing to a uniform method, the Commis- 
sion has concluded there would be 
little, if any, benefit from uniformity 
in this case, as discussed previously. 
The information that will be provided 
to investors and to government policy- 
makers as result of the disclosure rules 
adopted by the Commission will be 
sufficient to enable an analysis of the 
financial statements of a company and 
comparisons of the financial state- 
ments of different companies. More- 
over, the Commission’s efforts to de- 
velop the RRA method further signify 
the desirability of avoiding the costs 
and confusion that adoption of a uni- 
form standard would entail at this 
time. 


IV. Score of CONCLUSIONS 


Certain aspects of the Commission’s 
decision on financial reporting and ac- 
counting by oil and gas producing 
companies may be incorrectly per- 
ceived as having broader implications 
for other areas of financial account- 
ing. In this regard, the Commission: 

(1) Affirms its long-standing view 
that uniform accounting principles 
should be applied by all companies to 
similar events and transactions; and 

(2) Emphasizes that its conclusion to 
endeavor to establish an accounting 
method that will measure assets and 
earnings in financial statements on 
the basis of valuations of proved oil 
and gas reserves does not reflect a de- 
termination that the primarily histori- 
cal cost basis of the present account- 
ing model should be abandoned in 
favor of some form of current value 
accounting. 


UNIFORMITY OF ACCOUNTING METHODS 


Financial accounting seeks to com- 
municate the substance of events and 
transactions. When similar events and 
transactions are involved in the oper- 
ations of different companies, the 
companies should employ the same ac- 
counting methods so that any differ- 
ences in their reported results of oper- 
ations and financial position reflect 
actual differences and not differences 
caused by applying different account- 
ing methods. 


Investment decisions involve an allo- 
cation of available capital among alter- 
native investment opportunities. In- 
herent in this process is a comparison 
of the securities of different compa- 
nies. A fundamental goal of financial 
reporting is the communication of in- 
formation to assist investors in this 
comparison. The Commission has long 
believed that comparability of finan- 
cial information can and should be en- 
hanced by requiring that companies 
follow uniform accounting methods 
for similar events and transactions. 

In addition, the Commission does 
not believe that the occurrence of ad- 
verse economic effects with respect to 
certain companies, such as effects on 
the ability of companies to raise capi- 
tal or to compete with other compa- 
nies, necessarily precludes a require- 
ment of a uniform accounting method. 
To the contrary, if the uniform ac- 
counting method provides relevant in- 
formation to investors, such economic 
effects would likely reflect a more effi- 
cient allocation of capital. 

In this proceeding, the Commission 
has determined that efforts should be 
undertaken to seek development of a 
uniform method of accounting based 
on using valuations of proved oil and 
gas reserves. Until this method can be 
developed, the Commission has con- 
cluded that the supplemental disclo- 
sures it is prescribing will adequately 
serve the needs of investors and gov- 
ernment policymakers for financial in- 
formation on oil and gas producing ac- 
tivities. If complete incorporation of 
RRA into the primary financial state- 
ments is ultimately found not to be 
feasible, the Commission believes that 
further consideration of financial ac- 
counting standards for this industry 
will be required to augment the sup- 
plemental data because it views nei- 
ther the successful efforts method nor 
the full cost method as acceptable for 
the long term. Speculation on these 
further considerations would not be 
appropriate in view of the rapidly 
evolving nature of financial account- 
ing and reporting concepts. '’ 


CURRENT ECONOMIC INFORMATION IN 
FINANCIAL REPORTING 


The Commission has been concerned 
in recent years about the ability of the 
existing accounting model to commu- 
nicate meaningful information in the 
face of current economic conditions, 
which have included, in particular, 
rapid increases in the prices of specific 
goods and services. In an early state- 
ment on this matter, the Commission 
stated in part: . 


While a continuation or acceleration of 
the rate of price-level change might require 


“These considerations would have the 
benefit of the results of the FASB’s delib- 
erations on the conceptual framework proj- 
ect, discussed below. 
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a fundamental change in the basic account- 
ing measurement model used in preparing 
financial statements, it would be premature 
for the Commission to suggest such a 
change at this time. Careful consideration 
of the many implications of such a major 
step would be necessary both by the Finan- 
cial Accounting Standards Board and by the 
Commission. "* 


At approximately the same time, the 
FASB issued a discussion memoran- 
dum on the objectives of financial 
statements in connection with a 
major, continuing project of develop- 
ing a “Conceptual Framework for Fi- 
nancial Accounting and Reporting.” 
This project, which is expected to “set 
the course for financial accounting 
and reporting for many years,” '® has 
been divided into parts that include 
(1) objectives of financial reporting by 
business enterprises; (2) elements of fi- 
nancial statements of business enter- 
prises, such as assets, liabilities, reve- 
nue, expense, etc.; (3) qualitative char- 
acteristics of financial information, 
such as relevance, reliability, and com- 
parability; (4) basis of measurement of 
the elements of financial statements; 
and (5) display of information in an 
earnings statement. In addition, the 
FASB has in progress two related ef- 
forts: a project to develop criteria for 
materiality decisions in financial re- 
porting and a proposed project to de- 
velop criteria for accounting recogni- 
tion in financial statements, e.g., to 
identify the time at which revenues 
and expenses of earning activities 
should be recognized. 

The FASB has indicated its intent to 
introduce any major changes in mea- 
surement concepts that may result 
from its conceptual framework project 
by initially requiring supplementary 
disclosures rather than by changing 
the basic financial statements. The 
FASB noted that the supplementary 
disclosure approach would apply to 
any measurement it may determine is 
needed to show the effects of inflation 
on a business enterprise. The FASB 
stated: 

One reason for the Board's preference for 
the supplementary disclosure route to intro- 
duce new measurement concepts is that it 
provides an opportunity for preparers, audi- 
tors, and users of financial statements to 
gain experience under less rigid guidance 
than would be required if the changes were 
to be made immediately in the basic finan- 
cial statements themselves. That experience 
may provide a basis for a subsequent Board 
decision to change the measurements in the 
basic statements, or it could suggest that no 
such change should be made.” 


In August 1975, the Commission ex- 
pressed its continuing concern about 


'SASR No. 151 (39 FR 2085), Jan. 3, 1974. 

““Scope and Implications of the Concep- 
tual Framework Project’’ (Stamford, Conn.: 
FASB, December 1976) p. 1. 


2Status Report, FASB, No. 64, April 13, 
1978, p.3. 
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the impact on individual companies of 
changing prices attendant to the high 
rate of inflation. In publishing pro- 
posed rules to require disclosure of 
certain replacement cost information 
as a means of supplementing historical 
cost financial statements, the Commis- 
sion stated in part: 


Under current conditions, the Commission 
is not prepared to conclude that the basic 
accounting model needs to be changed to re- 
flect replacement cost or other current 
value data in lieu of historical cost data in 
the financial statements. In addition, it 
notes that this is one of the matters being 
investigated by the Financial Accounting 
Standards Board in connection with the 
Board's inquiry into the conceptual frame- 
work for financial statements. The Commis- 
sion believes that such a fundamental 
change in the basic accounting model 
should only be made, if at all, after such a 
study. At the same time, it believes that the 
absence of any current cost or value infor- 
mation is a significant shortcoming for 
users of financial data about business activi- 
ties. = * #21 


After receiving public comment on 
the proposed rules, the Commission 
adopted a rule * that requires certain 
registrants to disclose in financial 
statements filed with the Commission 
current cost information concerning 
their inventories and productive ca- 
pacity. The Commission indicated that 
these new requirements should not be 
considered a prejudgment of the 
FASB’s conceptual framework project 
and that data disclosed in response to 
the disclosure rules should assist the 
FASB in its study. Although the Com- 
mission is now assessing the disclo- 
sures made in response to the replace- 
ment cost disclosure rule, it continues 
to believe that the disclosure of rele- 
vant current economic information, in- 
cluding the current costs of assets as 
well as the current costs of using 
assets, is essential to meaningful fi- 
nancial reporting in the existing busi- 
ness environment. 

The Commission has not, however, 
determined that these concerns should 
necessarily lead to the general imple- 
mentation of a form of current value 
accounting. The Commission has res- 
ervations about the kinds of subjective 
decisions that would be injected into 
financial statements by adopiing a 
current value system. 

Notwithstanding its views on current 
value accounting in general, the Com- 
mission considers the operations and 
economic environment of oil and gas 
producing companies to be sufficiently 
different from that of other industries 
to manifest the need for a departure 
from traditional concepts embodied in 
generally accepted accounting princi- 
ples." The petroleum industry has 


Release No. 33-5608 (40 FR 40550), 
August 21, 1975. 

217 CFR 210.3-17. See ASR No. 190 (41 
FR 13596), March 23, 1976. 

2 As discussed in section III, “Basis of 
Conclusions.” 
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been faced with significant increases 
in the costs of its operations because 
of inflation and other current econom- 
ic circumstances, but the Commis- 
sion’s conclusions concerning appro- 
priate accounting standards for these 
activities were influenced primarily by 
other factors (even though RRA 
would provide more effective disclo- 
sure of the increasing costs of finding 
and developing oil and gas than do tra- 
ditional accounting methods). The 
Commission believes that RRA would 
effectively portray the economic re- 
sources and the earning process of oil 
and gas producers during periods of 
stable or declining prices as well as 
during periods of rising prices. 

The Commission’s conclusions ‘are 
therefore limited in scope to account- 
ing for the oil and gas producing in- 
dustry. Notwithstanding the limited 
nature of its conclusions, the Commis- 
sion has been keenly aware that its de- 
liberations in this proceeding have in- 
volved broader issues of fizancial re- 
porting, many. of which, such as judg- 
ing the merits of particular accounting 
methods on the basis of the relevance 
and reliability of the information they 
provide to investors, are presently 
under study by the FASB in connec- 
tion with the conceptual framework 
project. Its conclusions, according!y, 
reflect its views on fundamental mat- 
ters of significance to the conceptual 
framework of financial reporting. The 
Commission does not, however, view 
its actions as being inconsistent with 
the tentative conclusions of the FASB 
in this regard. The Commission will 
carefully consider in its future delib- 
erations on oil and gas accounting, as 
well as on other financial reporting 
matters, the FASB’s_ conclusions 
reached during the course of its con- 
ceptual framework project. 

Since its deliberations on oil and gas 
accounting, the FASB has begun con- 
sideration of issues of financial report- 
ing beyond those pertaining to finan- 
cial statements. The FASB, in its com- 
ments to the Commission during this 
proceeding, stated in part: 


At the time that Statement No. 19 was 
being debated, the Board’s principal focus 
was on financial statements; since that time, 
the Board has begun to focus on the broad- 
er area of financial reporting in general, and 
in its December 1977 exposure draft (‘‘Ob- 
jectives of Financial Reporting and Ele- 
ments of Financial Statements of Business 
Enterprises”) sets forth proposed objectives 
of financial reporting, not just financial 
statements. Information disclosed in a fi- 
nancial report outside of the financial state- 
ments is likely to be subject to a lesser 
standard of objectivity and _ verifiability 
than information presented in the financial 
statements themselves. Therefore, disclo- 
sure of estimated cash flows relating to oil 
and gas reserves is consistent with those ob- 
jectives and may well be an appropriate 
matter for consideration by the FASB after 
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its project on financial reporting is complet- 
ed.** 


The Commission supports this 
broader orientation of the FASB. It 
believes that the goal of providing 
useful financial information to inves- 
tors requires that standards for pre- 
paring financial statements and sup- 
plementary information be closely co- 
ordinated. The standard-setting proc- 
ess should not distinguish between fi- 
nancial statements and other financial 
disclosures as in the past. 

The Commission considers its con- 
clusions in this proceeding to be con- 
sistent with the concept of providing a 
total package of useful financial infor- 
mation to investors (and to Govern- 
ment policymakers as well). The Com- 
mission’s determinations, while seek- 
ing to improve the usefulness of pri- 
mary financial statements, are pre- 
mised on the ability of companies to 
convey meaningful information in the 
form of supplemental disclosures. 

The Commission would welcome fur- 
ther initiatives or participation by the 
FASB in the continuing efforts relat- 
ing to financial reporting for oil and 
gas producing activities. Because of 
the FASB’s unique expertise in finan- 
cial reporting matters, its views will be 
given careful consideration. If the 
FASB decides to take the initiative on 
future considerations of financial re- 
porting by oil and gas producing com- 
panies, the degree of involvement re- 
quired by the Commission will be cor- 
respondingly diminished. 


V. TRADITIONAL OIL AND GAS 
ACCOUNTING METHODS 


During its proceeding, the Commis- 
sion considered a number of alterna- 
tive approaches, including the finan- 
cial accounting standards promulgated 
in FAS 19. The Commission also con- 
sidered whether the purposes of the 
Federal securities laws and EPCA re- 
quired or made appropriate a rule 
mandating that all oil and gas produc- 
ing companies adopt a_ uniform 
method of accounting other than RRA 
during the period prior to its develop- 
ment. 

The following are the primary alter- 
native financial accounting measure- 
ment approaches suggested by com- 
mentators and considered by the Com- 
mission: 


1. The successful efforts method of ac- 
counting (“SE”), as prescribed by FAS 19 as 


*Comments of FASB, May 31, 1978, pp. 
51-52, in File S7-715 (emphasis in original). 
This quotation was made in the context of 
the FASB’s comment that the successful ef- 
forts method as prescribed by FAS 19 is con- 
sistent with its proposed objectives of finan- 
cial reporting and full costing is not (p. 48) 
and that the measurement problems associ- 
ated with valuations of oil and gas reserves 
“strongly suggested to the Board that the 
cash flow disclosures should not be required 
in financial statements” (p. 51) (emphasis in 
original). 
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the uniform method of accounting for all oil 
and gas producing companies. 

2. The full cost method of accounting 
(“FC’’) as it is now commonly practiced. 

3. An approach using projects or areas-of- 
interest as cost centers, with the cost center 
being the determining factor in the decision 
of whether to capitalize costs incurred in ex- 

_ploration activities. 


SUCCESSFUL EFFORTS ACCOUNTING 


SE is the traditional accounting 
method in the petroleum industry. 
Except for the costs of acquiring prop- 
erties, it requires a direct relationship 
between costs incurred and specific oil 
and gas reserves discovered before 
costs are identified with assets. Al- 
though many variations of SE have 
existed in practice, FAS 19 established 
a uniform SE-method.* 

Under this method the nature of the 
cost (rather than the nature of the 
cost center) is the determining factor 
in the capitalization/expense decision. 
Exploration expenditures, except for 
those that directly result in the acqui- 
sition of assets such as interests in 
properties and wells and related equip- 
ment, are charged to expense regard- 
less of whether the property with 
which they can be ultimately. associat- 
ed is productive or nonproductive. In 
summary, FAS 19 requires that SE be 
applied in the following manner: 


1. Exploratory costs other than acquisi- 
tion of unproved properties and drilling pro- 
ductive wells are charged to expense as in- 
curred. Such costs include nonproductive 
exploratory wells (exploratory ‘dry holes’’), 
geological and geophysical expenditures, 
and delay rentals and similar expenditures 
to carry or maintain interests in oil and gas 
leases. 

2. Costs of acquiring properties are cap- 
italized initially; however, losses are recog- 
nized if the values of unproved properties 
are determined to be impaired on the basis 
of a required periodic assessment. 

3. Capitalized acquisition costs are amor- 
tized on the unit-of-production method 
using total proved oil and gas reserves. Cap- 
italized exploration and development costs 
are amortized using proved developed oil 
and gas reserves. 

4. Production (lifting) costs together with 
amortization of the capitalized acquisition, 
exploration, and development costs become 
the cost of oil and gas produced. 

5. Revenue is recognized only upon sales 
to outside parties. Sales may occur as oil 
and gas are produced in the field, after sub- 
sequent refining or other manufacturing 
processes, or after transmission to distribu- 
tors or end-users. 


COMMENTS IN SUPPORT OF SE 


SE was supported by the FASB and 
a large number of other commentators 
during the Commission’s proceeding. 


*The provisions of FAS 19 pertaining to 
application of SE are the basis of the Com- 
mission’s newly adopted rules published in 
this release that define SE for those oil and 
gas producers electing to follow that 
method. See sec. VII of this release for a 
further description of these rules. 


They asserted that SE, as prescribed 
by FAS 19, provides for the petroleum 
industry a uniform accounting method 
that is consistent with the present ac- 
counting framework for companies in 
other industries and with accounting 
in the other extractive industries. 
These commentators stated that SE 
more clearly reflects the economics of 
oil and gas producing activities by ac- 
counting for nonproductive explora- 
tion costs as losses rather than assets 
and that, therefore, SE results in re- 
ported earnings that reflect, to the 
extent possible within the present his- 
tarical cost framework, the risks and 
returns resulting from current oper- 
ations. The FASB said that an objec- 
tive of earnings communication con- 
sistently reflected in its decisions is 
risk portrayal, and FAS 19 is thus con- 
sistent with its earlier pronounce- 
ments on research and development 
costs, contingency losses, development 
stage companies, and foreign currency 
translation. 

Further, those supporting FAS 19 
maintained that differences in ac- 
counting are appropriate only if sig- 
nificant differences in facts. and cir- 
cumstances exist, and that similar 
risks of failure and potential rewards 
of success prevail among all companies 
engaged in oil and gas producing activ- 
ities, even though companies in the in- 
dustry differ in the magnitude and 
number of projects undertaken. These 
and other differences, in their opinion, 
should not affect the principles under- 
lying the recognition of assets and 
measurement of earnings in financial 
statements. 

SE advocates noted that, under gen- 
erally accepted accounting principles, 
costs not directly related to future 
benefits are usually charged against 
current revenues even though the 
costs may be vital to operations. Be- 
cause SE embodies this concept, they 
felt that it communicates the risks and 
the rising costs of exploration caused 
by inflation and the necessity to ex- 
plore for oil and gas in deeper and 
more remote locations. They said that 
SE, together with appropriate supple- 
mental disclosures, will provide users 
of financial statements sufficient in- 
formation. about the successes and 
failures of oil and gas producing activi- 
ties. 

These commentators considered SE 
preferable to FC because FC results in 
the capitalization of loss projects as 
assets which, in their view, obscures 
risks and failures through an artificial 
smoothing of reported earnings. Fur- 
thermore, proponents of SE generally 
considered SE preferable to any ac- 
counting method that would incorpo- 
rate valuations of oil and gas reserves 
directly into the financial statements 
(such as the proposed RRA method). 
Many of them commented that the de- 
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velopment of valuation information on 
a meaningful basis is so highly subjec- 
tive that public disclosure of this in- 
formation should not be required and 
that consideration of a valuation ac- 
counting method would be inappropri- 
ate until further progress is made on 
the FASB’s conceptual framework 
project. Introduction of these account- 
ing concepts in the oil and gas produc- 
ing industry would, in the view of 
these commentators, make accounting 
in this industry inconsistent with 
other industries and inconsistent for 
petroleum companies engaged in other 
activities, such as integrated compa- 
nies and natural gas transmission com- 
panies. 

Many commentators observed that 
the FASB undertook an extensive 
project to address the difficult and 
long-debated problems of accounting 
and financial reporting for oil and gas 
producing companies. It solicited and 
had the benefit of substantial public 
participation during the course of its 
project on oil and gas accounting. 
These commentators, pointing to the 
concern expressed by Members of 
Congress and others about diversity of 
accounting practices both in general 
and specifically in the petroleum in- 
dustry, maintained that the conclu- 
sions of the FASB, as the private 
sector body responsible for establish- 
ing accounting standards, should be 
accepted by the Commission, because 
FAS 19 resolves the uniformity issue 
by selecting an_ accounting method 
that the commentators considered to 
be either appropriate or, at least, not 
unreasonable. These commentators 
also noted that the FASB received sig- 
nificant support to carry out its as- 
signed functions and that the mem- 
bers of the FASB and its staff are in- 
dependent and highly qualified. A de- 
cision by the Commission that did not 
accept the FASB’s conclusions on this 
matter would, it was argued, seriously 
undermine the FASB’s resolve and its 
effectiveness in the future.” 


COMMENTS IN OPPOSITION TO SE 


The overriding issue in the debate 
over the traditional accounting meth- 
ods in the petroleum industry is the 
treatment of nonproductive explora- 
tion costs. SE accounts for these costs 
as losses to be recognized currently, 
while FC accounts for nonproductive 
costs as elements of the capital ex- 
penditures required to obtain oil and 
gas reserves, on the basis that they are 
unavoidable in the search for oil and 
gas. 

Some commentators disagreed with 
the view that SE is consistent with the 
existing accounting framework. 
Others said that, even if SE were con- 


*The Commission's disagreement with 
this point of view is discussed in sec. II, 
“Background.” 
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sidered consistent with accounting in 
other industries, this consistency was 
irrelevant because SE fails to recog- 
nize the capital nature of exploration 
costs. Commentators asserted that SE 
seriously distorts the portrayal of op- 
erations in oil and gas activities and 
that consequently, the information 
provided by SE is meaningless. They 
stated that financial accounting 
should highlight neither risks and fail- 
ures nor successes; rather, it should 
seek to portray operations in a mean- 
ingful manner. 

Many commentators said that the 
definition of the assets of an oil and 
gas producing company is fundamen- 
tal to an assessment of the two tradi- 
tional methods. They considered SE to 
be deficient because it focuses on indi- 
vidual expenditures and thus fails to 
recognize the decisionmaking process 
inherent in exploration activities. 
These commentators asserted that 
success is determined by comparing 
total investments with total discover- 
ies of oil and gas reserves rather than 
by the outcome of individual wells, 
some of which are inevitably nonpro- 
ductive. Other areas in which account- 
ing was claimed to be similar to FC 
were said to include accounting for 
spoilage in inventories, accounting for 
marketable securities on a portfolio 
basis, and accounting for costs in- 
curred in construction projects. 

Certain commentators claimed that 
SE results in an unrealistically conser- 
vative presentation of oil and gas pro- 
ducing activities, particularly for ag- 
gressive explorers and new entrants in 
the industry. They stated that histori- 
cal cost accounting is limited in its 


-ability to portray risks because it does 


not reflect current economic condi- 
tions. They contended that, for this 
reason, SE cannot report risks in a 
meaningful manner. In their view, SE 
results in an artificial variability in re- 
ported earnings, reflecting the overall 
level of exploratory expenditures more 
than the economic results of those ac- 
tivities. 

Nearly all commentators who ex- 
pressed opposition to SE took a view 
that uniformity of accounting meth- 
ods in the petroleum industry was 
either inappropriate because of differ- 
ences among companies within the in- 
dustry, unnecessary because compara- 
bility could be achieved through dis- 
closure of supplemental information, 
or unjustified because of the possibil- 
ity of potential adverse economic ef- 
fects of requiring SE as a uniform 
method for all oil and gas producers. 

Many commentators opposed to SE 
expressed general support of the 
FASB in its standard-setting activities. 
However, they criticized the FASB’s 
judgment on the accounting issues and 
the potential economic impact atten- 
dant to requiring SE, stating that oil 
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and gas accounting involves unique 
issues that require considerations 
apart from the general objectives of fi- 
nancial reporting. 

Many, but not all, opponents of SE 
commented that an accounting 
method based on valuations of oil and 
gas should be developed and imple- 
mented in the near future. They 
stated that requiring adoption of SE 
prior to consideration of a form of 
value accounting for oil and gas pro- 
ducing activities would therefore be il- 
logical and costly. 


ECONOMIC IMPACT OF REQUIRING SE 


During the Commission’s proceed- 
ing, significant attention was focused 
on whether the adoption of SE, as pre- 
scribed by FAS 19, would have an ad- 
verse impact on competition in the pe- 
troleum industry and, if so, the extent 
of the impact. Many commentators 
stated that the adverse effect on the 
financial statements of FC companies 
would limit their access to capital, 
cause a significant reduction in their 
exploration activities, and thus unnec- 


-essarily restrain competition in the do- 


mestic oil and gas producing industry. 

These commentators asserted that 
aggressive independent producing 
companies following FC constitute a 
significant factor in the petroleum in- 
dustry and that these companies are 
dependent upon access to new capital 
to finance their exploration activities. 
They stressed the importance placed 
on reported earnings and sharehold- 
ers’ equity by suppliers of capital. Any 
impairment of the access of FC com- 
panies to capital, according to this 
view, would unreasonably restrain 
competition in the oil and gas produc- 
ing industry by creating a barrier to 
new entrants in the industry and by 
precipitating a reduction in future ex- 
ploratory efforts of other companies. 

Managers, whose compensation is 
frequently based on reported earnings, 
place great significance on reported fi- 
nancial results and these commenta- 
tors said that FC managers would 
likely take actions not economically 
justified to offset the financial state- 
ment effects of SE. These expected ac- 
tions, such as reducing the extent of 
oil and gas operations and directing 
expenditures toward low-risk rather 
than high-risk drilling prospects, were 
said to be contrary to the national 
policy of seeking to increase domestic 
supplies of energy. 

In response, the FASB and other 
commentators asserted that SE ap- 
plied as a uniform method of account- 
ing is consistent with accounting in 
other industries and that it would 
therefore foster fair and effective 
competition in the capital markets (1) 
by providing investors, lenders, and 
other suppliers of capital with compa- 
rable financial data prepared objec- 
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tively and evenhandedly, permitting 
consistent analysis of risks and re- 
wards; (2) by relieving the capital mar- 
kets of the anticompetitive burdens of 
noncomparable, inconsistent financial 
data; and (3) by eliminating inequities 
affecting allocation of capital re- 
sources to and among oil and gas com- 
panies. 

According to this latter view, an eco- 
nomically successful company will be 
able to attract capital regardless of 
the method of accounting it adopts. 
These commentators noted that many 
small oil and gas producing companies 
have followed SE for many years and 
have generally been able to obtain 
capital to finance their operations. 
They noted that the prospects of find- 
ing commercially recoverable oil and 
gas reserves, the prices at which those 
reserves would be sold, the costs in- 
curred, and the income taxes paid are 
totally unaffected by the method of 
accounting for the costs incurred. 
They asserted that a decision not to 
undertake commercially attractive ex- 
ploration projects simply because SE 
is required would thus seem unlikely 
for the vast majority of companies. 
Moreover, they felt that accounting 
standards should be established with 
the objective of providing useful infor- 
mation to users of financial state- 
ments rather than to foster or avoid 
any particular actions by managers of 
companies that are affected by the 
standards. 

A number of research studies under- 
taken or sponsored by persons inter- 
ested in this proceeding were submit- 
ted to the Commission. The following 
studies supported the position that 
adoption of SE as a uniform method 
would not have a significant and un- 
warranted adverse economic impact: 


1. Consultants to the FASB interviewed 24 
bank loan officers, bank trust officers, un- 
derwriters, securities analysts, and a bond 
rating officer, all with experience in the in- 
dustry. The FASB concluded that the 
method of accounting followed by oil and 
gas producing companies would not signifi- 
cantly affect the majority of the investment 
or credit granting decisions of these inter- 
viewees. 

2. A consultant to the FASB directed a 
telephone interview survey of senior execu- 
tive officers of 27 small- and medium-sized 
SE companies. None of those surveyed felt 
that SE had hindered his company’s ability 
to raise capital. 

3. A consultant to the FASB directed stud- 
ies using various statistical procedures to 
analyze the effect of the publication of the 
FASB’s exposure draft and of FAS 19 on 
the market prices of common stocks of oil 
and gas producing companies. These studies 
led to a conclusion that the research did not 
provide sufficient evidence for concluding 
that the publication of the FASB’s decision 
to require SE had a selective effect on prices 
of the common stocks of FC companies in 
relation to SE companies. This conclusion 
was considered by some commentators to be 
consistent with the findings of recent em- 
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pirical reséarch into the relationship be- 
tween securities’ prices and information re- 
ported in financial statements. *’ 

4. An examination by academics of (1) the 
significance of external capital and explora- 
tion expenditures of petroleum companies 
and (2) the relationships between common 
stock prices and earnings, oil and gas re- 
serves, and accounting methods indicated 
that the securities markets may not always 
consider adequately the accounting method 
used by a company. These researchers ex- 
pressed concern that the risks in explora- 
tion may not be properly assessed if they 
are not clearly disclosed. They concluded 
that SE should be adopted as a uniform 
method, because they considered it to por- 
tray risks more clearly than FC. 

5. A joint submission by an academic and 
a public accountant, based on an investiga- 
tion of statistical and other data in the pe- 
troleum industry, concluded that (1) SE is 
the predominant method used in the indus- 
try; (2) the segment of the industry com- 
prised of companies that might be required 
to record material adjustments to their fi- 
nancial statements if SE were required is 
relatively small; and (3) independent SE 
companies obtain capita] in the public secu- 
rities markets and undertake aggressive ex- 
ploration activities. 

6. An academic conducted a survey in 1975 
of securities analysts that specialize in the 
oil and gas industry. His research indicated 
that a substantial majority (over 70 percent) 
of the 310 respondents expressed a prefer- 
ence for SE over FC. 

7. The FASB submitted a staff analysis 
that identified 257 United States and 35 Ca- 
nadian registrants with the Commission en- 
gaged in oil and gas producing activities. 
The FASB’s staff found that: 

(1) Approximately one-half of these regis- 
trants follow SE; 

(2) Over 60 percent of these registrants 
with revenues of less than $10 million follow 
SE; 


(3) Approximately one-half of these regis- - 


trants with revenues of less than $100 mil- 
lion follow SE; 

(4) More than one-half of the U.S. regis- 
trants that are engaged principally in explo- 
ration and production use SE; and 

(5) Over half of these registrants that are 
engaged primarily in other lines of business 
follow SE. 

8. The FASB also submitted a staff analy- 
sis of recent filings with the Commission by 
294 registrants, including 140 following FC, 
that included disclosure of the potential 
impact of adopting SE.** This analysis 


7 See, e.g., Thomas R. Dyckman, David H. 
Downes, and Robert P. McGee, “Efficient 
Capital Markets and Accounting: A Critical 
Analysis” (Englewood Cliffs, N.J.: Prentice- 
Hall, Inc., 1975) and William H. Beaver, 
“What Should be the Objectives of the 
FASB?” “The Journal of Accountancy,” 
Aug. 1973, pp. 49-56. 


*On Sept. 1, 1977, the staff of the Com- 
mission published an interpretive release, 
Staff Accounting Bulletin (“SAB”) No. 16 
(42 FR 44983), that described the staff's 
view of appropriate disclosure by registrants 
relating to the issuance of the July 15, 1977, 
FASB Exposure Draft. In SAB No 16, the 
Commission’s staff indicated that regis- 
trants whose financial statements would be 
substantially affected if the FASB’s propos- 
al were required to be applied should dis- 
close certain information about the relation- 


found that (1) adoption of SE would have a 
relatively insignificant financial statement 
effect for a significant minority of FC com- 
panies, (2) only seven of the FC companies 
disclosed that adoption of SE might affect 
their future dividend policies (none dis- 
closed that it would), and (3) only six dis- 
closed that they would have to renegotiate 
their debt or other agreements. 


The following research studies were 
submitted in support of the view that 
a requirement that FC companies 
adopt SE would have a significant ad- 
verse economic impact: 


1. A research consultant engaged by a 
group of several FC companies described 
previous research that he had undertaken 
on the relationship between exploration 
costs and revenue from sales of oil and gas 
produced from a large number of offshore 
leases. This consultant concluded that FC 
results in reported assets that closely ap- 
proximate oil and reserve values, less a 
normal return on investment. 

2. Another research consultant engaged 
by these companies analyzed statistical and 
other data for the petroleum industry and 
concluded that FC companies comprise an 
important part of the independent produc- 
ing segment of the industry and that FC 
companies are relatively aggressive in 
searching for oil and gas. His conclusions 
were presented as support for the position 
that the financial statement effects of a 
change to SE would hinder the ability of FC 
companies to continue aggressive explora- 
tion programs. 

3. A representative of an investment bank- 
ing firm engaged by these companies ana- 
lyzed the financing activity of certain petro- 
leum companies and concluded that FC 
companies depend significantly on external 
capital sources to finance their activities 
and that they are relatively more aggressive 
than SE companies in seeking such capital. 
His conclusions were presented as support 
for the position that the financial statement 
effects of a change to SE would hinder the 
ability of FC companies to obtain capital to 
finance their exploration activities. 

4. A research firm engaged by these FC 
companies interviewed more than 100 indus- 
try participants and financing groups. The 
firm concluded that adoption of SE would 
cause a substantial ($1.3 billion) reduction 
in domestic exploration and development 
spending, which would not be offset by in- 
creased spending by other companies and 
would thus result in a substantial ($2.4 bil- 
lion) annual increase in the U.S. balance of 
trade deficit. 

5. This group of companies also engaged 
two academic research consultants to per- 
form empirical studies on the impact *on 
common stock prices of FC companies of 
publication in July 1977 of the FASB’s pro- 


ship between their existing accounting poli- 
cies and the FASB’s proposal. The disclo- 
sures described in SAB No. 16 included an 
indication of the general magnitude of the 
potential impact on earnings and sharehold- 
ers equity and a discussion of any signifi- 
cant implications that adoption of the 
FASB’s proposed standards might have con- 
cerning the registrant’s dividend policy and 
its ability to comply with covenants in its 
debt or other agreements. SAB No. 16 has 
been rescinded in SAB 'No. 23 (Aug. 31, 
1978), published concurrently with this re- 
lease. 
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posal to require that all companies adopt 
SE. This study, although similar in some re- 
spects to the research of this nature spon- 
sored by the FASB, used different statistical 
techniques and different samples of compa- 
nies. The consultants concluded on the basis 
of their research that the publication of the 
FASB’s proposal caused a relative’ down- 
ward shift in the prices of the common 
stocks of FC companies which was sustained 
over a 6-month period, with no evidence of 
recovery. 


The submission of these research 
studies supporting different views con- 
cerning the potential economic impact 
of the adoption of SE generated sub- 
stantial further comment challenging 
various aspects of the methodology 
employed or the conclusions drawn 
from the studies. 


COMMISSION’S ASSESSMENT OF SE 


The Commission does not disagree 
with the view that SE is conceptually 
consistent in many respects with ac- 
counting in other industries. The 
Commission’s decision that SE should 
not be the uniform method of ac- 
counting for oil and gas producing in- 
dustry is based on its conclusions re- 
garding the information on assets and 
earnings that is conveyed by applying 
the SE method. As does any other his- 
torical cost method of accounting for 
oil and gas producing activities, SE 
fails to portray effectively economic 
performance because it gives no recog: 
nition in the primary financial state- 
ments to discoveries of oil and gas. 

Further, SE results in distinguishing 
costs incurred in exploration and de- 
velopment on a basis that does not 
provide useful information about a 
company’s assets and earnings, even 
though the conceptual basis of SE 
may be consistent with traditional ac- 
counting concepts. SE accounts for 
certain costs incurred in finding oil 
and gas as assets and accounts for 
other finding costs as expenses on the 
basis generally of whether the costs 
directly relate to productive proper- 
ties. Some of the costs related to pro- 
ductive properties (e.g., lease bonuses, 
successful exploratory wells, and all 
development wells) are capitalized and 
other costs related either to produc- 
tive properties (e.g9., geological and 
geophysical costs and delay rentals) or 
to nonproductive properties (e.g., lease 
bonuses and exploratory wells) are 
charged immediately to expense. This 
differentiation among costs incurred 
in finding and developing oil and gas 
yields an income statement that asso- 
ciates a mixture of current and past 
costs with the proceeds from produc- 
tion of previously discovered oil and 
gas reserves—an_ association § that 
cannot result. in a meaningful portray- 
al either of the risks associated with 
exploration or of the results of current 
operations. Furthermore, accumulated 
nast costs of exploration and develop- 
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ment and their amortization are irrele- 
vant in terms of reaching current deci- 
sions, whether they are made by inves- 
tors, government policymakers, or 
management. 

SE can therefore lead to misunder- 
standings of the nature of current op- 
erations and financial position. The 
source of relevant information on eco- 
nomic resources and on the prospects 
of future cash flows for companies fol- 
lowing SE, or any other historical cost 
accounting method (including FC), 
would be the supplemental disclosure 
of operating costs and physical activi- 
ties. This information communicated 
supplementally may frequently appear 
to be directly contrary to the results 
reported in the balance sheet and 
income statement. 

The Commission is required to con- 
sider, among other factors, the poten- 
tial impact on competition in adopting 
rules pursuant to the Securities Ex- 
change Act of 1934 and “‘not adopt any 
such rule or regulation which would 
impose a burden on competition not 
necessary or appropriate in further- 
ance of the purposes of (the Act)” 
(section 23(a)2), (15 U.S.C. 78w)). In 
adopting a rule on accounting stand- 
ards for oil and gas producers, pursu- 
ant to this Act, the Commission must 
therefore balance potential anticom- 
petitive effects of the rule against the 
purposes of the Securities Exchange 
Act. In reaching that balance, the 
Commission need not, however, choose 
the least anticompetitive alternative if 
any burden on competition is ‘‘neces- 
sary or appropriate” to further the 
purposes of the Act.” The burden of 
balancing the anticompetitive effects 
of the rule rests with the Commission 
and it must reach its own conclusions 
independently after taking into ac- 
count public comments and other per- 
tinent information. 

The Commission assessed the poten- 
tial economic impact of requiring a 
uniform SE method, including the po- 
tential impact on competition in the 
petroleum industry and the potential 
impact on domestic supplies of oil and 
gas. The Commission, in this regard, 
considered the extent to which FC 
companies have relied on equity capi- 
tal in the past, the impact of an ac- 
counting change to SE on the finan- 
cial statements of FC companies, and 


*°The Report of the Senate Committee on 
Banking, Housing and Urban Affairs on the 
1975 Amendments states: ‘“‘This explicit obli- 
gation to balance, against other regulatory 
criteria and considerations, the competitive 
implications of self-regulatory and Commis- 
sion action should not be viewed as requir- 
ing the Commission to justify that such ac- 
tions be the least anticompetitive manner of 
achieving a regulatory objective. Rather the 
Commission’s obligation is to weigh com- 
petitive impact in reaching regulatory con- 
clusions.” (S. Rept. No. 94-75 to accompany 
S. 249, 94th Cong., Ist sess., 13 (1975) (em- 
phasis added).) 


40699 


the potential resulting effects on 
access of FC companies to external 
capital. 

The Commission believes that inves- 
tors should have sufficient informa- 
tion available to permit an efficient al- 
location of capital. Demonstrating 
that equity capital has been a minor 
part of the funds obtained to finance 
operations or that other companies 
have achieved success without using 
FC does not obviate the need to exam- 
ine whether proscribing FC would 
have a competitive impact. Conversely, 
the fact that FC companies have 
relied heavily on equity capital and 
that access to equity capital has been 
important to them in financing 
growth would not, in and of itself, 
demonstrate that FC should not be 
proscribed. The Commission has con- 
cluded in this regard that access to 
equity capital is important to oil and 
gas producing companies and that it 
should seek to obtain disclosure of in- 
formation that would foster the flow 
of equity capital to deserving compa- 
nies. 

While the issue of whether a man- 
dated change to SE would have com- 
petitive and other adverse economic 
effects has been contested heatedly, 
the question of the financial state- 
ment effect of such a change has not 
been a subject of debate. The disclo- 
sures in 1977 financial statements of 
potentially affected companies demon- 
strate that the effect of a change to 
SE would be a significant reduction in 
the net income and_ shareholders 
equity of many companies that now 
follow FC. The fundamental point of 
contention regarding access to capital 
is ultimately whether this adverse 
effect on financial statements would 
have a corresponding adverse impact 
either on the ability of FC companies 
to raise equity capital or on their cost 
of equity capital. 

In addition to the studies described 
previously on the possible impact on 
common stock prices of the publica- 
tion of the FASB’s proposal to require 
that all oil and gas producing compa- 
nies adopt SE, similar empirical stud- 
ies were conducted by the Commis- 
sion’s staff.°° These empirical studies 
were generally inconclusive as to the 
possible effect of the publication of 
the FASB’s proposal on the prices of 
the common stocks of FC companies. 
The Commission, however, did not 
consider the findings of the empirical 
tests on market behavior to be critical 
to its decision on oil and gas account- 
ing. Notwithstanding the inconclusive 
findings of the various studies, the in- 


%*The report of the Commission's staff 
has been placed in the public file (File No. 
S7-715) for this proceeding. In addition, the 
Commission engaged a research consultant 
to advise its staff on these empirical tests, 
and his report is also included in the public 
file. 
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ability to identify the specific causes 
of stock price reactions limits the use- 
fulness of studies of this nature in 
reaching policy decisions. The Com- 
mission has concluded that its assess- 
ment of competitive impact as well as 
its decision on appropriate accounting 
standards must be based on its judg- 
ment of these issues derived from 
other information developed during its 
proceeding. 

Since the accounting change would 
not affect the underlying economic 
circumstances of a company, it would 
appear that any effects on access to or 
cost of equity capital would likely be 
short-lived, as preparers and users 
become more accustomed to dealing 
with explanations of the substance of 
companies operations in terms of cash 
flows and oil and gas reserves rather 
than historical cost financial state- 
ments. The Commission believes that 
the ability of companies to communi- 
cate these data effectively by the use 
of valuation information on proved oil 
and gas reserves (which has not been 
commonly disclosed previously) and 
other information prescribed by its 
new rules would tend to preclude any 
long-term or severe impediments to 
access to equity capital. 

In contrast to the controversy sur- 
rounding the issue of access to equity 
capital, the impact of requiring SE on 
access to debt financing did not appear 
to be of major concern. Substantially 
all commentators agreed that private 
debt suppliers look to oil and gas re- 
serves and cash flow data rather than 
reported financial results in reaching 
lending decisions. Some concern was 
expressed about a possible impact on 
public debt offerings because of the 
use of financial statement data as the 
basis for restrictive covenants in debt 
agreements and the use of financial 
statements by institutions and rating 
agencies to evaluate creditworthiness. 
The debt covenant problem is faced 
whenever major accounting changes 
are made, but experience has indicated 
that accommodations among lenders 
and borrowers can be reached without 
major difficulty. Few companies dis- 
closed in their 1977 financial state- 
ments that they would be in violation 
of loan agreements if SE were re- 
quired. The sophistication of institu- 
tions and rating agencies would likely 
negate any undue impact on their 
analyses of the debt capacities of the 
companies. The Commission conclud- 
ed that a change to SE would likely 
have an_ inconsequential, if any, 
impact on access to debt capital. 

As discussed previously, many com- 
mentators, including high-level repre- 
sentatives of FC companies, stated 
their belief that managers of FC com- 
panies would alter their business deci- 
sions by seeking to mitigate the effects 
of SE on reported earnings through a 
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reduction in their exploration expend- 
itures. One research study, referred to 
previously, attempted to quantify an 
estimate of the expected reduction in 
the industry’s exploratory spending if 


SE were required. This study was con-. 


sidered by the Commission to be ques- 
tionable in several respects and, in any 
case, to be of little relevance because it 
reflected in large part behaviorial re- 
actions to a proposal that was being 
heatedly contested. The Commission 
found that the expected reactions of 
managers were reflected more accu- 
rately in the comments and testimony 
presented directly by company offi- 
cials. 

The Commission found merit in the 
view that managers will base their de- 
cisions more on economic factors 
rather than on financial reporting fac- 
tors. Even if individual companies 
were to reduce their exploratory ef- 
forts, other companies, including inde- 
pendent petroleum companies, would 
likely undertake available exploration 
activities that are economically profit- 
able. It is likely that any effect on 
management behavior in allocating 
funds to exploration could be expected 
to be inconsequential in relation to 
other economic conditions, such as the 
government’s pricing and other regula- 
tory policies, the increasing costs of 
finding oil and gas, and inflation in 
general. Thus, it seems unlikely that 
exploration efforts would be substan- 
tially affected on an industry-wide 
basis. 

The Commission recognizes that the 
decisionmaking process at the individ- 
ual company level could to some 
degree be affected in a dysfunctional 
manner by the imposition of a SE re- 
quirement because of the financial 
statement impact of applying this 
method. The Commission’s belief that 
financial accounting should seek to 
portray financial position and operat- 
ing results in a meaningful manner is 
based on its view that financial report- 
ing on this basis would provide useful 
information to investors and other 
users of financial information. The 
Commission agrees strongly with the 
FASB’s tentative conclusion that the 
objectives of financial reporting 
should be couched in terms of the 
needs of those for whom the informa- 
tion is intended.*' While the potential 
economic impact of financial account- 
ing standards should be assessed in 
the process of establishing new stand- 
ards, the objective of providing useful 
information to investors should be 
overriding.*? Some managers may take 


FASB, Proposed Statement of Financial 
Accounting Concepts, “Objectives of Finan- 
cial Reporting and Elements of Financial 
Statements of Business Enterprises,” p. 1. 

A number of commentators stated that 
the Commission was required to consider for 
public financial reporting purposes the na- 
tion’s current energy policies and the effect, 


uneconomic actions even if this objec- 
tive is achieved, but the Commission 
considers the actions in these cases to 
reflect on the judgment of the manag- 
ers involved rather than on the stand- 
ard-setting process. 

In summary, the economic impact 
arguments presented by commentators 
opposed to the adoption of SE were 
considered by the Commission to be 
vastly overstated and oversimplified. 
They were based generally on either a 
presumption of a naive capital market 
or a presumption of large numbers of 
naive and misdirected managers in the 
petroleum industry. The ‘Commission 
found during its proceeding, especially 
during the public hearing in which it 
had the opportunity to discuss these 
issues directly with corporate manag- 
ers and representatives of the invest- 
ment community, that these presump- 
tions were invalid. The Commission ul- 
timately concluded that the economic 
impact of requiring SE would be short- 
lived and much less severe than pre- 
dicted by those commentators. 

Nevertheless, the Commission recog- 
nizes that, if it were to require that all 
companies adopt SE, certain costs 
would be imposed on oil and gas pro- 
ducers whose financial statements 
would be materially affected by the 
accounting change. These costs would 
include: the costs of gathering the 
data to make the accounting change 
and revising accounting systems to 
generate the information needed to 
report under the new method; the 
costs and the confusion of explaining 
the accounting change to users, who 
would also incur costs in adjusting to 
the new information; and the costs 
that would be incurred by a few com- 
panies in revising debt and other con- 


if any, its actions would have on these poli- 
cies. As described previously, the competi- 
tion and energy supply issues involved in 
this proceeding are fundamentally insepara- 
ble and thus were taken into consideration 
by the Commission. The Commission wishes 
to make clear, however, its view that at- 
tempts to foster particular national econom- 
ic policies, such as an increase in domestic 
petroleum production, are not appropriate 
considerations in formulating financial re- 
porting standards. Financial reporting 
should seek to provide investors with useful 
information that is relevant, reliable, com- 
parable, and unbiased. Otherwise, the capi- 
tal allocation process would be distorted and 
ultimately the credibility of the information 
provided by financial reporting would be 
lost. Energy is clearly a vital asset and in- 
creased production is an important national 
goal, but it should not be obtained by influ- 
encing the financial accounting measure- 
ment system for the express purpose of en- 
couraging investors to commit funds. To the 
extent that the capital market is efficient 
such an approach would not work; but, 
beyond this and more importantly, the 
social cost of the intent in terms of dimin- 
ished credibility of the country’s public dis- 
closure system and capital markets would be 
disproportionately high. 
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tractual arrangements that are based 
on financial accounting data. Imposing 
these costs on companies, together 
with the possibility that to some 
extent FC companies might encounter 
a degree of unwarranted difficulty in 
raising capital, was considered unjusti- 
fied by the Commission in view of its 
conclusions that the SE method does 
not provide significant useful informa- 
tion on financial position and operat- 
ing results. 


FULL COST ACCOUNTING 


The FC method, like SE, is not fol- 
lowed uniformly in practice. Typically, 
all costs (including nonproductive 
costs) incurred in the search for and 
development of oil and gas reserves 
within large cost centers (usually 
countries or continents) are capital- 
ized, subject to a value limitation. The 
capitalized costs are amortized, usually 
on a composite unit-of-production 
basis, as oil and gas are produced. 
Some companies do not include cer- 
tain costs, such as those associated 
with major offshore lease acquisitions, 
in the costs being amortized until the 
properties are evaluated through the 
drilling of exploratory wells, at which 
time the costs together with the relat- 
ed oil and gas reserves are included in 
the composite amortization computa- 
tion for the cost center. Practice in ap- 
plying FC also varies with regard to 
the treatment of costs incurred in a 
cost center prior to establishing pro- 
duction, for example, in a newly ac- 
quired foreign concession. Frequently, 
these preproduction costs are deferred 
without applying any value limitation 
as long as exploration is underway. 
Gains or losses from the sale of oil and 
gas reserves are usually not recognized 
by companies following FC unless an 
unusually large portion of the reserves 
are sold. Like SE, revenue under the 
FC method is recognized — upon 
sales to outside parties. 


COMMENTS IN SUPPORT OF Fc ™ 


Supporters of FC asserted that FC 
better reflects the economic facts of 
exploration and thus provides finan- 
cial statements that are more mean- 
ingful in measuring the performance 
of companies. They stated that compa- 
nies entering the industry initially or 
companies increasing their capital ex- 
penditures, particularly smaller com- 
panies, would be burdened by adverse 
effects on their financial statements if 
SE were required regardless of the 
degree of success in finding oil and 
gas, because earnings reported under 
SE are affected more by the level of 
exploratory spending than by the re- 
sults of the exploratory effort. Like- 


®Much of the previous discussion in 
“Comments in Opposition to SE” presents 
arguments by commentators in support of 
FC. 
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wise, they noted that companies fol- 
lowing SE can increase their earnings 
by reducing the level of their explora- 
tion effort and producing previously 
discovered oil and gas. FC, in their 
view, would avoid these consequences 
of SE. 

In addition, these commentators as- 
serted that, under FC, a company that 
is relatively more successful in discov- 
ering oil and gas typically reports 
higher earnings than would otherwise 
be the case, and that a company that 
incurs finding costs relatively higher 
than the value of its discoveries re- 
ports lower earnings. They claimed 
that FC thus provides financial state- 
ments that are more useful than SE in 
providing signals of current explora- 
tion activity and in predicting the 
future prospects of companies. 

FC supporters maintained that the 
fundamental issue in oil and gas ac- 
counting is the definition of the asset 
to be accounted for. They asserted 
that SE inappropriately places empha- 
sis on individual expenditures by re- 
porting as assets only those costs of 
productive properties, successful ex- 
ploratory wells, and facilities that con- 
stitute the oil and gas producing 
system. They claimed that this factor 
makes SE inconsistent with the prima- 
ry objective of exploration activities, 
which is to find, develop, and produce 


‘oil and gas reserves. Oil and gas re- 


serves rather than the costs of proper- 
ties and equipment were said to be the 
assets of an oil and gas producing com- 
pany. Under the historical cost frame- 
work, the objective should be, in their 
view, to account properly for the total 
costs of acquiring these assets. 

Most FC advocates acknowledge that 
FC does not purport to represent cur- 
rent values of oil and gas reserves. 
Nevertheless, they believe that FC 
provides book values of assets that are 
closer to economic values than does 
SE and that FC thereby enables users 
of financial statements to gain a 
better understanding of the current 
value of reserves. 


COMMENTS IN OPPOSITION TO Fc ™ 


The primary defect of FC, according 
to its critics, is that it relies on a 
“cover” concept whereby costs that 
are either unsuccessful or unrelated to 
specific oil and gas reserves are cap- 
italized and amortized against rev- 
enues from productive properties. 
They commented that FC capitalizes 
nonproductive costs as assets and 
noted that a dry hole has no value 
and, consequently, should not be re- 
ported as an asset. They stated that, 
because nonproductive costs dissipate 
shareholders’ investment, SE properly 


“Much of the previous discussion in 
“Comments in Support of SE” presents ar- 
guments by commentators in opposition to 
FC. 
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reflects such costs as current period 
expenses. 

The opponents of FC argued that 
SE better portrays the economic reali- 
ties of exploration. They noted that 
two important realities in the petro- 
leum industry are the risks associated 
with exploration and the volatility of 
commercial successes and failures. 
They asserted that financial state- 
ments should reflect these risks and 
fluctuations in earnings and not ob- 
scure them. The opponents of FC also 
objected to the view that FC recog- 
nizes oil and gas reserves as assets, as- 
serting that both FC and SE accumu- 
late costs to be assigned to oil and gas 
produced and that the methods differ 
only in the amount of costs to be as- 
signed. These commentaters stated 
that only value accounting, which 
they considered impracticable at the 
present time, could perhaps better 
serve the needs of investors for infor- 
mation than SE combined with supple- 
mental disclosure of operating data. 
While they acknowledged that non- 
productive costs are necessary costs of 
operations, these costs were said to 
add no value to the company and thus 
should be reported as current operat- 
ing expenses. 

The issue was also raised that the 
existence of FC as an alternative to SE 
or as a uniform method of accounting 
for the oil and gas producing industry 
places anticompetitive burdens on 
companies because of the impact that 
noncomparable financial statements 
have on the securities markets. Com- 
mentators claimed that adoption of 
SE as a uniform method would en- 
hance competition in the capital mar- 
kets by providing intercompany and 
interindustry comparability of objec- 
tively prepared financial data so that 
consistent analyses of risks and re- 
wards would be facilitated. 


COMMISSION’S ASSESSMENT OF FC 


The Commission has concluded that 
the FC method, like SE, is inherently 
defective in providing useful informa- 
tion on financial position and operat- 
ing results for a number of reasons. In 
addition to the failure of FC to pro- 
vide timely recognition of discoveries 
of oil and gas reserves in the primary 
financial statements as_ discussed 
below, the Commission was troubled 
by the ability of companies following 
FC, absent adequate disclosure, to con- 
ceal the effects of unprofitable cur- 
rent exploration programs. For exam- 
ple, a company could engage in un- 
profitable exploration programs and 
not reflect that fact in net income be- 
cause it owned valuable reserves dis- 
covered many years in the past. 

The Commission was also disturbed 
by the comments of corporate manag- 
ers that their companies needed FC to 
report stable earnings because fluctu- 
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ating earnings are adversely regarded 
by their shareholders. This point of 
view was taken by, among others, sev- 
eral representatives of rate-regulated 
companies that have undertaken ex- 
ploration programs in recent years on 
a non-rate-regulated basis. The Com- 
mission disagrees strongly with this 
viewpoint. If companies undertake 
business endeavors, such as oil and gas 
producing activities, that are charac- 
terized by intermittent success and 
failure, financial reporting should re- 
flect clearly the fluctuating nature of 
these operations. 

The Commission is taking steps in 
this proceeding to insure that inves- 
tors and government policymakers 
have sufficient information to over- 
come this inherent deficiency of FC. 
Supplemental disclosure of informa- 
tion on costs incurred in oil and gas 
producing activities and on quantities 
and valuations of proved oil and gas 
reserves are being required. Also, the 
proposed supplemental RRA earnings 
summary would provide useful infor- 
mation on the variability of earning 
activities of oil and gas producers. 

Moreover, as discussed further at 
the conclusion of section VII, ‘‘De- 
scription of the Rules,” the Commis- 
sion reminds registrants who follow 
FC of their responsibility to provide 
an explanation of their financial data 
in “Management’s. Discussion and 
Analysis of the Summary of Earnings 
or Summary of Operations” to enable 
investors to appraise the quality of 
earnings. The Commission and its 
staff examined many of these narra- 
tive presentations by FC companies in 
connection with the public hearing 
conducted as part of this proceeding 
and found them to be generally inad- 
equate. For instance, several cases 
were noted in which substantial in- 
creases in depreciation, depletion, and 
amortization expense were explained 
in general terms rather than present- 
ing the impact of factors such as 
changes in estimated reserves and 
higher finding costs. The Commission 
believes the narratives should include 
explanations that relate the financial 
statements and the supplemental dis- 
closures, including reserve quantity 
and valuation information, in a mean- 
ingful, comprehensive analysis. The 
Commission’s staff will be taking ap- 
propriate steps to insure that the ex- 
planations provided by registrants in 
the oil and gas producing industry are 
adequate in this regard. 

In addition, the Commission is pro- 
posing separately, in Release No. 33- 
5968, rules that would establish a spec- 
ified limitation on capitalized costs 
under the FC method and rules that 
would proscribe certain troublesome 
practices in applying FC, such as ex- 
cluding undeveloped lease costs from 
the costs being amortized and not pro- 
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viding any limitations on preproduc- 
tion costs capitalized in new cost cen- 
ters. 

In addition to these concerns, FC, 
like SE, is based on recording the his- 
torical costs of completed transactions, 
with. revenue recognized only as sales 
are made to outside parties. Therefore, 
the Commission’s criticisms of SE and 
traditional oil and gas accounting 
methods in general apply equally to 
FC. 

Some commentators contended that 
FC yields reported assets that approxi- 
mate or closely represent values of oil 
and gas reserves. The Commission ac- 
knowledges a long-run, theoretical 
equivalency for the industry as a 
whole between the total costs (includ- 
ing a return on funds invested) in- 
curred in exploration and development 
activities and the value of oil and gas 
discovered. Various market imperfec- 
tions, such as uncertainties inherent 
in exploration activities and the 
impact of Government regulation, 
raise questions, however, about the 
ability of this equivalency to exist 
even on an industrywide basis except 
in the long run. On an individual-firm 
basis, which is the focus of financial 
accounting, these considerations 
become irrelevant. Accumulated costs 
represent values in such cases only by 
coincidence because of many factors, 
including the stochastic nature of dis- 
coveries, the inability to estimate accu- 
rately total recoverable quantities of 
oil and gas (as opposed to proved re- 
serves), and the effects of changing oil 
and gas prices and changing costs of 
finding and developing oil and gas. 
The Commission, therefore, considers 
the view that FC results in reported 
assets of an oil and gas producing com- 
pany that approximate the values of 
its oil and gas properties to be without 
merit. 

For similar reasons, the Commission 
also disagrees with the FC supporters 
who contended that it provides a 
meaningful portrayal of the total costs 
of oil and gas reserves. The develop- 
ment of a procedure to relate the costs 
of finding and developing oil and gas 
with reserves discovered is extremely 
complex. The industry-is characterized 
by long periods between initial ex- 
penditures and the ultimate receipt of 
proceeds from production of oil and 
gas discovered. 

A relationship of costs incurred and 
reserves discovered has meaning only 
if costs and discoveries are considered 
over a relevant period of time; howev- 
er, FC results in averaging the total 
costs incurred by a company with its 
total discoveries, placing no time con- 
straint on this averaging procedure. 
Costs incurred many years in the past 
would be related with current discov- 
eries, and past discoveries related with 
current expenditures. A procedure to 


develop a valid relationship between 
costs and reserves would likely have to 
consider factors such as accumulating 
exploration expenditures over some 
relevant period of time (perhaps 5 to 
10 years, varying by property), allocat- 
ing prediscovery and nonproductive 
costs in an appropriate manner, esti- 
mating ultimate recoverable oil and 
gas reserves (which are much more 
subjective than estimates of proved re- 
serves), and adjusting historical costs 
over the time span to a current cost 
basis. Such considerations are far 
beyond the scope of FC, or any finan- 
cial accounting method. Yet, the ne- 
cessity to consider these factors in de- 
veloping a useful relationship between 
costs and discoveries refutes the argu- 
ment that FC results in a meaningful 
measure of the total costs of oil and 
gas reserves or that it meaningfully re- 
lates costs and reserves in an income 
statement. 

In summary, the Commission reject- 
ed FC as a uniform method because it 
does not reflect valuations of oil and 
gas reserves in reported assets and 
earnings, thus failing to provide useful 
information to investors and policy- 
makers on the significant aspects of 
oil and -gas producing activities, and 
because it fails to provide a meaning- 
ful portrayal of the costs of finding 
and developing oil and gas reserves. 


AREA-OF-INTEREST APPROACH 


A number of commentators suggest- 
ed that an accounting method be de- 
veloped that would define cost centers 
or projects on the basis of some crite- 
ria (an “area-of-interest’””) and that all 
costs related to the area-of-interest be 
capitalized to the extent that oil and 
gas reserves are discovered attributa- 
ble to the area-of-interest. Some 
stated that an area-of-interest ap- 
proach would be more consistent with 
the decisionmaking process of manag- 
ers in the oil and gas producing indus- 
try. 

Various criteria were suggested as 
the basis for defining an area-of-inter- 
est, such as the individual field, larger 
related geological structures, geo- 
graphical areas, or total expenditures 
for a drilling program. Obviously, as 
the boundaries of the area-of-interest 
are narrowed, the financial statement 
impact of such an approach tends 
toward that of SE; and as the cost cen- 
ters or projects are broadened, such an 
approach tends toward FC. A 

The area-of-interest method was ap- 
pealing in concept to the Commission 
in certain respects. This approach 
would avoid certain of the more unde- 
sirable aspects of SE and FC. For in- 
stance, unlike SE, it would not require 
that exploration costs related to prop- 
erties with proved reserves be recog- 
nized as current expenses. It would 
also place boundaries on cost centers 
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to avoid to some extent the deferral of 
current exploration losses that can 
occur under FC when current explora- 
tion programs are unprofitable. 

The practical problems of develop- 
ing a method of accounting based on 
an area-of-interest are great. The de- 
velopment process itself would require 
a lengthy and costly major project. 
The financial statement impact of ap- 
plying such a method would not be 
known until standards were developed. 
Defining the cost center and address- 
ing the temporal issue discussed previ- 
ously in connection with the FC 
method are difficult issues that would 
have to be resolved prior to imple- 
menting an approach of this nature. 
The feasibility of developing an area- 
of-interest approach within a reason- 
able period of time is, therefore, ques- 
tionable, in the Commission’s view. 

Furthermore, the Commission ques- 
tions the assertion of some commenta- 
tors that the area-of-interest approach 
reflects the managerial decision proc- 
ess in the oil and gas producing indus- 
try. Information provided to the Com- 
mission during its proceeding indicat- 
ed that the basis for management de- 
cisions varies from company to compa- 
ny and within companies. The most 
frequently stated basis for decision- 
making by company managers was 
that of an exploration program, i.e., 
allocating capital among available 
drilling prospects wherever located on 
the basis of risk-adjusted expected re- 
turns. Such an approach frequently 
results in related capital expenditures, 
in terms of the management decision- 
making process, being made in unre- 
lated geological or geographical areas. 
The Commission doubts that a work- 
able accounting approach covld be de- 
veloped on a “program” basis. More- 
over, the relationship between man- 
agement decisionmaking and appropri- 
ate financial accounting measures is 
unclear, at best. 

In the final analysis, the Commis- 
sion has concluded that the major 
problems related to the development 
of an area-of-interest approach make 
further considerations of it impracti- 
cal at.the present time. Like SE and 
FC, the method would not reflect dis- 
coveries of oil and gas in reported 
assets and earnings on a timely basis. 
This factor alone negates the ability 
of any of these accounting methods to 
measure economic activity in the oil 
and gas producing industry in a mean- 
ingful manner. The Commission be- 
lieves that efforts should be directed 
toward developing a method of ac- 
counting, such as RRA, that would ac- 
complish this objective rather than 
seeking to develop an area-of-interest 
approach. 


RULES AND REGULATIONS 


VI. REPORTING TO THE DEPARTMENT OF 
ENERGY 


Section 503 of EPCA (42 U.S.C. 
6383) requires that the Commission, 
“(flor purposes of developing a reli- 
able energy data base related to the 
production of crude oil and natural 
gas * * * shall take such steps as may 
be necessary to assure the develop- 
ment and observance of accounting 
practices to be followed in the prepa- 
ration of accounts by persons engaged, 
in whole or in part, in the production 
of crude oil or natural gas in the 
United States.” As discussed below, 
this section requires that these ac- 
counting practices permit, to the 
greatest extent practicable, the compi- 
lation of an energy data base. 


REPORTING TO DOE PURSUANT TO EPCA 


Section 11(c) of the Energy Supply 
and Environmental Coordination Act 
of 1974 (15 U.S.C. 796), as amended by 
section 505 of EPCA and by the DOE 
Organization Act of 1977 (Pub. L. 95- 
91), states the following: 


(3) In order to carry out (its) responsibil- 
ities under subsection (a) of (sec. 11) (DOE) 
shall require, pursuant to _ subsection 
(b)1) A) of (sec. 11), that persons engaged, 
in whole or in part, in the production of 
crude oil or natural gas— 

(A) keep energy information in accord- 
ance with the accounting practices devel- 
oped pursuant to section 503 of the Energy 
Policy and Conservation Act, and 

(B) submit reports with respect to energy 
information kept in accordance with such 
practices. 

(DOE) shall file quarterly reports with 
the President and the Congress compiled 
from accounts kept in accordance with such 
section 503 and submitted to (DOE) in ac- 
cordance with this paragraph. Such reports 
shall present energy information in the cat- 
egories specified in subsection (c) of such 
section 503 to the extent that such informa- 

ion may be compiled from such accounts. 

Such energy information shall be collected 
and such quarterly reports made for each 
calendar quarter which begins 6 months 
after the date on which the accounting 
practices developed pursuant to such sec- 
tion 503 are made effective. 


Thus, DOE is required to: (1) Man- 
date that. oil and gas producers keep 
energy information in accordance with 
these accounting practices developed 
by the Commission pursuant to EPCA; 
(2) collect reports of energy informa- 
tion from oil and gas producers com- 
piled from accounts maintained in ac- 
cordance with the accounting prac- 
tices; and (3) submit reports to the 
President and the Congress based on 
the reports received from the produc- 
ers. 

DOE has indicated to the Commis- 
sion that it plans to develop two re- 
porting systems, an annual and a quar- 
terly system, in implementing the re- 
quirements of EPCA. The annual re- 
porting system will be incorporated 
into a broader reporting system, called 
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the “Financial Reporting System” or 
“FRS,” being developed by DOE. Sec- 
tion 205(h}(2) of the DOE Organiza- 
tion Act requires that DOE develop 
the format for an “energy-producing 
company financial report” to allow 
comparison among energy-producing 
companies on a uniform and standard- 
ized basis and to permit: 


(A) An evaluation of company revenues, 
profits, cash flow, and investments in total, 
for the energy-related lines of commerce in 
which such company is engaged and for all 
significant energy-related functions within 
such company; 

(B) An analysis of the competitive struc- 
ture of sectors and functional groupings 
within the energy industry; 

(C) The segregation of energy informa- 
tion, including financial information, de- 
scribing company operations by energy 
source and geographic area; 

(D) The determination of costs associated 
with exploration, development, production, 
processing, transportation, and marketing 
and other significant energy-related func- 
tions within such company; and 

(E) Such other analyses or evaluations as 
(DOE) finds is necessary to achieve the pur- 
poses of this Act. 


DOE is required by section 205(h) of 
this Act to consult with the Commis- 
sion and to assure that the “energy- 
producing company financial report” 
is consistent (to the extent practicable 
and consistent with the purposes and 
provisions of the Act) with the ac- 
counting practices for oil and gas pro- 
ducers developed pursuant to EPCA. 

DOE has informed the Commission 
that FRS is to be used to collect infor- 
mation annually in response to the re- 
quirements of EPCA. FRS was pub- 
lished on June 22, 1978, for public 
comment and hearing (Form EIA-28 
(43 FR 27055)) in connection with the 
required review and clearance of the 
proposed form by the Office of Man- 
agement and Budget. DOE stated that 
it plans to collect data using FRS ini- 
tially from 29 large petroleum produc- 
ers during 1978 and in 1979 from ap- 
proximately 100 large companies and a 
sample of 150 smaller companies. DOE 
has not indicated its plans concerning 
EPCA’s requirement that data be col- 
lected quarterly from all oil and gas 
producers. ; 

FRS consists of a number of report- 
ing schedules of financial information, 
which are tied to a company’s publicly 
reported financial statements, togeth- 
er with schedules of statistical data. 
DOE has stated that its objectives in 
developing FRS include, where possi- 
ble, conformance of its definitions and 
requirements to those used in related 
government and public reporting sys- 
tems. 


COMMISSION'S RESPONSIBILITIES UNDER 
EPCA 


The Commission considers its re- 
sponsibilities under EPCA to be divid- 
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ed between two related areas: (1) Ac- 
counting practices necessary to pre- 
pare financial statements to be filed 
with DOE; and (2) accounting prac- 
tices necessary to compile the finan- 
cial and operating information supple- 
mental to financial statements, as re- 
quired by EPCA in section 503(c)(3). 
Provisions of EPCA describe an 
energy data base and require inclusion 
of specific data; however, its require- 
ments are not restrictive. The lan- 
guage in EPCA describing the energy 
data base can be traced to the disclo- 
sure recommendations of ‘“‘Accounting 
Research Study No. 11”, “Financial 
Reporting in the Extractive Indus- 
tries’ (‘ARS No. 11’), a research 
study published in 1969.** The disclo- 
sure recommendations of “ARS No. 
11” stressed the importance of supple- 
menting financial statements with in- 
formation on reserves and operating 
activities ‘“‘to compensate for the limit- 
ed ability of conventional financial 


statements to portray the financial po- | 


sition and results of operations of com- 
panies in the extractive industries.” * 
The goals of presenting data supple- 
mental to financial statements were 
“* * * to facilitate evaluation of effort 
and result * * *,” “* * * to facilitate 
correlation (of financial data) with 
mineral reserve and operating data 
~ * *” and to provide ‘“* * * a means 
of identifying the magnitude of effort 
with result, as expressed in both finan- 
cial and statistical terms * * *.’’ *7 

The Commission has concluded that 
information on oi] and gas reserves 
and other statistical operating data to- 
gether with reported earnings and fi- 
nancial position should be made avail- 
able to investors to enable evaluations 
of the securities of individual compa- 
nies engaged in oil and gas producing 
activities. Government officials, in for- 
mulating national energy policies, 
should also have access to these finan- 
cial and operating data for individual 
oil and gas producers as well as aggre- 
gated data on an industrywide basis. 
The determination by the Commission 
to combine consideration of the issues 
involving reporting to DOE and to in- 
vestors stems from the relationship 
between the requirements of EPCA 
and the needs of investors for useful 
information in assessing the securities 
of companies engaged in oil and gas 
producing activities. 

The focus of EPCA is the reporting 
of energy data, including financial in- 
formation, to DOE. The major contro- 
versy involved in the Commission’s 
proceeding on oil and gas accounting, 
however, has not involved the reports 
to be filed with DOE, which are not 


* ARS No. 11 (New York, N.Y.: American 
Institute of Certified Public Accountants, 
1969), ch. 8. 

%* Ibid. 

Tbhid. 
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expected to be distributed to the in- 
vesting public, but rather the Commis- 
sion’s deliberations on public financial 
reporting issues. 

While the primary impetus for the 
Commission’s undertaking this pro- 
ceeding was the mandate of EPCA, as 
noted previously, the Commission has 
long been concerned about public fi- 
nancial reporting by oil and gas pro- 
ducing companies. The Commission 
decided that its responsibilities under 
the Federal securities laws dictated 
that it consider public financial re- 
porting issues in conjunction with its 
consideration of accounting issues 
from the standpoint of reporting to 
DOE.* 

The joint undertaking to develop 
public financial reporting standards 
and to develop accounting practices 
for reporting to DOE resulted in ex- 
pressions of concern by commentators 
that the Commission was not giving 
proper consideration to the issues in 
view of the different purposes of the 
Federal securities laws and of EPCA. 
The Commission has carefully as- 
sessed the rules it adopted in this pro- 
ceeding separately in terms of public 
financial reporting and reporting to 
DOE. The Commission has concluded 
that the information needs of inves- 
tors and government policymakers are 
fundamentally similar in this instance, 
even though the level of detail re- 
quired by these groups of users may 
differ. The requirements adopted pur- 
suant to the Federal securities laws 
and those under EPCA reflect, there- 
fore, this similarity of needs for rele- 
vant and reliable information on oil 
and gas producing activities. 


FINANCIAL STATEMENTS FILED WITH DOE 


In its comments submitted in con- 
nection with the Commission’s pro- 
ceeding, DOE has advised the Com- 
mission that the “primary needs of 
the Financial Reporting System are 
full disclosure and uniform definitions 
of financial and operating data * * * 
(and that FRS) can be adapted to any 
accounting system adopted by the 
SEC which meets these require- 
ments.*?”’ 

Further, DOE commented that: 


{Tjihe DOE concludes that historical cost 
accounting methods do not portray ade- 
quately the operating results of oil and gas 
producers, particularly with regard to oil 
and gas reserves. It is clear that neither the 
full cost nor the successful efforts method 
permits reliable evaluation of the profitabil- 
ity of oil and gas exploration investments 
se 

The DOE does not advocate the adoption 
of any particular accounting method as 
most suitable for public reporting purposes. 
For purposes of the Financial Reporting 


See release No. 33-5877 (42 FR 57661), 
Oct. 26, 1977. 

* Comments of DOE, Apr. 3, 1978, p. 6, in 
file S7-715. : 


System, the successful efforts and the full 
cost methods appear less suitable than a 
form of value accounting for reserves.” 

DOE’s comments are consistent with 
the Commission’s decision to initiate 
efforts seeking the development of an 
accounting method that will incorpo- 
rate valuations of proved oil and gas 
reserves in the financial statements. 
During the period that this method of 
accounting is being developed and its 
feasibility assessed, the Commission, 
for reasons discussed earlier in this re- 
lease, is not requiring that oil and gas 
producers adhere to a uniform method 
in preparing financial statements to be 
reported either to investors or to DOE. 
The Commission reached this conclu- 
sion with respect to DOE reporting on 
the basis that the objectives of BPCA 
would not be fostered if such a re- 
quirement were adopted and that the 
maximum amount of useful informa- 
tion for an understanding and com- 
parison of companies’ operations 
would be made available through the 
reporting of supplemental financial 
and operating data pursuant to the 
rules published in the release. 


ENERGY DATA BASE 


Section 503(c) of EPCA requires the 
Commission to: 


* * * assure that accounting practices devel- 
oped pursuant to [EPCAI], to the greatest 
extent practicable, permit the compilation, 
treating domestic and foreign operations as 
separate categories, of an energy data base 
consisting of: 

(1) The separate calculation of capital, 
revenue, and operating cost information 
pertaining to— 

(A) prospecting, 

(B) acquisition, 

(C) exploration, 

(D) development, and 

(E) production, 
including geological and geophysical costs, 
carrying costs, unsuccessful exploratory 
drilling costs, intangible drilling and devel- 
opment costs on productive wells, the cost 
of unsuccessful development wells, and the 
cost of acquiring oil and gas reserves by 
means other than development. Any such 
calculation shall take into account disposi- 
tion of capitalized costs, contractual ar- 
rangements involving special conveyance of 
rights and joint operations, differences be- 
tween book and tax income, and prices used 
in the transfer of products or other assets 
from one person te any other person, in- 
cluding a person controiled by, controlling 
or under common contro! with such person. 

(2) The full presentation of the financial 
information of persons engaged in the pro- 
duction of crude oil or natural gas, includ- 
ing— 

(A) disclosure of reserves and operating 
activities, both domestic and foreign, to fa- 
cilitate evaluation of financial effort and 
result; and 

(B) classification of financial information 
by function to facilitate correlation with re- 
serve and operating statistics, both domestic 
and foreign. 

(3) Such other information, projections 
and relationships of collected data as shall 


“Tbid. pp. 7-8. 


FEDERAL REGISTER, VOL. 43, NO. 177—TUESDAY, SEPTEMBER 12, 1978 








be necessary te facilitate the compilation of 
such data base. 


Based on this section, the Commis- 
sion has determined that the following 
‘information relating to the operations 
of individual oil and gas producers 
must be included in the energy data 
base: 

1. A tabulation of costs by function, 
including those charged to expense as 
incurred as well as those capitalized. 

2. Disclosure of revenues from oil 
and gas production. 

3. Disclosure of oil and gas reserves. 

4. Disclosure of operating statistical 
information. 

5. A classification of financial state- 
ment data by function—which involves 
reporting financial statement data ac- 
cording to exploration, development 
and production activities to facilitate 
interpreting the physical results 
shown by oil and gas reserves and 
other operating statistics. 

The “prospecting” category specified 
by section 503(c)(1)(A) is not typically 
applied to oil and gas producing activi- 
ties—it was taken from “ARS No. 11” 
which used the five functional classifi- 
cations incorporated into EPCA to de- 
scribe operations common to all ex- 
tractive industries. If prospecting costs 
are considered to be costs incurred 
prior to the acquisition of a property, 
they would consist principally of 
preacquisition geological and _ geo- 
physical expenditures, which the Com- 
mission’s rules include in exploration 
costs. FRS requires that geological 
and geophysical costs be reported sep- 
arately (the Commission has conclud- 
ed that this level of detail is unneces- 
sary for investor reporting purposes). 
In the Commission’s view, this report- 
ing requirement accomplishes the ob- 
jectives of EPCA in specifying that 
“prospecting” costs be considered a 
separate functional category.“ 

EPCA provides for the separate re- 
porting of capital and operating cost 
information on a functional basis. It 
also requires that costs incurred in op- 
erations be reported in substantial 
detail separately for costs capitalized 
and costs charged to expense. The ob- 
jective of this requirement of EPCA, 
though, is to obtain the total current 
costs incurred in searching for, devel- 
oping, and producing oil and gas. 

Analyses to correlate current finding 
and developing costs with oil and gas 
reserve activity require these total 
costs, without regard to their treat- 
ment in financial statements. The re- 
porting of total costs incurred in these 
activities facilitates such analyses, 
which require information over a 
number of years and consideration of 
complex relationships, as well as pro- 
viding information on the magnitude 
of operations and the uses of cash. 


“For a further discussion of this matter, 
see release No. 33-5877. 

“This relationship between costs and re- 
serves was discussed in connection with the 
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The Commission has considered var- 
ious approaches of relating costs and 
reserves in some manner as a possible 
requirement for supplemental disclo- 
sure purposes and has concluded that 
such a requirment is not feasible at 
the present time. 

EPCA also requires the separate re- 
porting of revenue on a functional 
basis. Under the traditional financial 
accounting methods, revenue is recog- 
nized only upon production. Section 
210.3-18(k)(4) of the rules published in 
this release specifies the accounting 
practices for reporting historical net 
revenue information, including the 
value of transfers for integrated com- 
panies. 

Section 503(c)(2) requires the pres- 
entation of oil and gas reserve infor- 
mation and operating statistical data 
to facilitate evaluation of financial 
effort and result, and the presentation 
of functional financial statement data 
to correlate with reserve and operating 
statistics. Section 210.3-18(k)(5) of the 
rules published in this release provides 
for the disclosure of oil and gas re- 
serve information and paragraph 
(k)(2) provides for the disclosure of 
costs capitalized in balance sheets. 
Further, as described below, the rules 
also require the reporting of valuation 
information relating to proved oil and 
gas reserves. 

FRS requires the reporting of cer- 
tain statistical information on oil and 
gas properties, drilling operations, and 
production activity.** The Commission 
concluded that it was not necessary to 
adopt rules pursuant to EPCA for the 
reporting of statistical information be- 
cause the nature of this information 
(i.e, acreage owned, wells drilled, 
quantities produced) does not require 
the development of accounting prac- 
tices. 

Section 503(c)(3) of EPCA indicated 
that the data base shall include “{s] 
uch other information, projections, 
and relationships of collected data as 
shall be necessary to facilitate the 
compilation of such data base.” As 
noted above, the Commission’s rules 
provide for the reporting of informa- 
tion, including present values, pertain- 
ing to estimated future production 
from proved oil and gas reserves. The 


Commission’s assessment of FC in section V, 
“Traditional Oil and Gas Accounting Meth- 
ods.” Information on costs incurred in oil 
and gas producing activities classified by 
functional categories is required by the 
newly adopted § 210.3-18(k)\(3). The Com- 
mission has determined not to require that 
costs incurred in these activities be separat- 
ed into amounts capitalized and amounts 
charged to expense for purposes of investor 
reporting. 

“The Commission in item 2 of Regulation 
S-K requires disclosure of information of 
this type in somewhat less detail for inves- 
tors. These requrements are being revised as 
proposed in release No. 33-5967, published 
concurrently with this reiease. 
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Ccmmission believes that this infor- 
mation is essential to an understand- 
ing of companies operations. 


DOE’S DATA REQUIREMENTS 


DOE has informed the Commission 
that the proposed FRS contains all in- 
formation it has identified thus far as 
fulfilling its needs relating to oil and 
gas producing activities. The Commis- 
sion believes that it has addressed the 
significant problems relating to ac- 
counting practices needed to compile 
and report these data. It can be ex- 
pected, though, that DOE will identify 
data in the future relating to oil and 
gas producing activities that will be 
useful for its analyses, and further 
considerations of required accounting 
practices may be necessary. 

The Commission believes that the 
proposed RRA method that it is seek- 
ing to develop would generate substan- 
tially more useful information to DOE 
than that provided by the primary fi- 
nancial statements prepared on the 
basis of traditional accounting meth- 
ods. RRA is conceptually consistent 
with the requirements of EPCA. It 
would permit, for example, the separa- 
tion of operating results between ex- 
ploration and development activities 
and production activities. 

DOE may have need for more for- 
ward-looking information than that 
reflected in the Commission’s rules 
published in this release, including 
budgeted capital expenditures and 
other projections. The Commission is 
seeking means to encourage the public 
reporting of forward-looking informa- 
tion; however, many complexities are 
involved in developing approaches to 
foster such disclosures. 

FRS requires separate reporting for 
individual phases of integrated oper- 
ations (production, transportation, 
and regulated pipelines). This separa- 
tion of activities is not required under 
generally accepted accounting princi- 
ples specified by FASB Statement No. 
14, ‘Financial Reporting for Segments 
of a Business Enterprise,” or the Com- 
mission’s industry segment disclosure 
rule (Item 1(b) of Regulation S-K, 17 
CFR 229.20). FRS also requires alloca- 
tions of certain items of income and 
expense, including income _ taxes, 
which are net required to be allocated 
among segments for public reporting 
purposes. The Commission did not ad- 
dress these matters in this proceeding 
in view of its on-going considerations 
involving segment disclosures for all 
indusiries. The Commission will moni- 
tor the efforts of DCE to obtain re- 
porting of these data. 


REPORTING BY NONPUBLIC PRODUCERS 
PURSUANT TO EPCA 


A number of comments received by 
the Commission recommended that it, 
in some manner, exempt small or pri- 
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vately owned oil and gas producers 
from the reporting requirements of 
EPCA. In this regard, section 523(a)(4) 
of EPCA (42 U.S.C. 6393) requires that 
rules adopted pursuant to EPCA es- 
tablish procedures for requests to pre- 
vent special hardship, inequity or an 
unfair distribution of burdens relating 
to the application of any such rules. 

As described previously, DOE, and 
not the Commission, is to collect the 
reports required by EPCA. Moreover, 
DOE will have to reach judgments 
concerning its needs for data in rela- 
tion to the burden placed on particu- 
lar oil and gas producers. Accordingly, 
the Commission has adopted an ex- 
emptive provision in its rules (only as 
they pertain to maintaining accounts 
pursuant to EPCA) that automatically 
exempts persons from compliance 
with particular requirements of the 
rules when DOE grants an exemption 
from its related recordkeeping and re- 
porting requirements. 


VII. DESCRIPTION OF THE RULES 


The rules promulgated by the Com- 
mission reflect its determinations in 
this proceeding as described in the 
previous sections of this release. These 
financial accounting and _ reporting 
rules, contained in § 210.3-18 of Regu- 
lation S-X, apply: (1) To the prepara- 
tion of financial statements included 
in filings with the Commission pursu- 
ant to the Federal securities laws; and 
(2) to the preparation of accounts by 
persons engaged, in whole or in part, 
in the production of crude oil or natu- 
ral gas in the United States as pre- 
scribed by sections 503 and 505 of 
EPCA. 

Section 210.3-18, as discussed at the 
conclusion of the preceding section VI, 
contains an exemptive provision to 
make it explicit that persons exempt- 
ed from the recordkeeping and report- 
ing requirements of DOE are similarly 
exempted from the requirements of 
this section in the preparation of ac- 
counts pursuant to EPCA. This ex- 
emptive provision, however, does not 
affect the applicability of the require- 
ments of § 210.3-18 to filings pursuant 
to the Federal securities laws. 

In addition, the rules published in 
this release adopt an amendment to 
§ 210.3-17, the replacement cost disclo- 
sure rule of Regulation S-X (applica- 
ble only to registrants with the Com- 
mission). The amendment provides an 
exemption from this rule for mineral 
resource assets employed in oil and gas 
producing activities. 


OPTION TO FOLLOW SE OR FC 


In Release No. 33-5861 dated August 
31, 1977 (42 FR 44972), the Commis- 
sion proposed rules:to adopt the finan- 
cial measurement standards embodied 
in the FASB Exposure Draft, pub- 
lished in July 1977, that proposed to 
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require that all oil and gas producing 
companies adopt a form of SE. Re- 
lease No. 33-5861 stated in part that it 
was “* * * the intention of the Com- 
mission to propose rules which are the 
same as the provisions of the FASB 
Exposure Draft.” * - 

The most significant change reflect- 
ed in the rules adopted by the Com- 
mission from those proposed in Re- 
lease No. 33-5861 is that oil and gas 
producers may elect to follow either of 
two methods of accounting, SE or FC. 
The application of the SE method ‘is 
prescribed by the rules published in 
this release; the Commission is pub- 
lishing concurrently proposed rules 
for the application of the FC 
method.* A reporting entity will be re- 
quired to apply. either the prescribed 
SE rules or the FC method ultimately 
adopted, on a uniform basis to all of 
its operations and to the operations of 
its subsidiaries and its investees ac- 
counted for by the equity method. 
The SE method promulgated by the 
Commission is intended to be identical 
to the financial accounting measure- 
ment standards prescribed in FAS 19.* 
The Commission’s goal in proposing 
rules governing the application of FC 
is to establish a standard form of FC 
that is generally consistent with cur- 
rent practice while eliminating certain 
existing practices that the Commission 
has determined to be inconsistent with 
the conceptual basis of FC or to be 
otherwise inappropriate. 

The Commission’s conclusions on ap- 
plying SE and FC are intended to 
achieve a degree of standardization of 
existing accounting practices, without 
requiring the costs that would be asso- 
ciated with adopting either SE or FC 
as a uniform method for all compa- 
nies. Although it believes that both SE 
and FC are deficient in significant re- 
spects in reporting financial position 
and operating results, the Commission 
has concluded that proper application 
of the prescribed form of SE or FC in 
preparing financial statements that in- 
clude supplemental disclosures of the 
information required by the rules pub- 
lished in this release will yield finan- 
cial statements that, taken as a whole, 
result in a fair presentation of finan- 
cial position, results of operations, and 
changes in financial position of oil and 
gas producing companies. 

The Commission is not prepared to 
accept at the present time financial 
Statements prepared on the basis of 
RRA as primary financial statements 
because of the absence of standards 
and experience in developing valu- 
ations of oil and gas reserves for finan- 


“The primary reason for proposing these 
rules was the timing requirement imposed 
by EPCA, as discussed in section II, ““Back- 
ground,” of this release. 

* See Release No. 33-5968. 

“Comments are solicited below on wheth- 
er the rules accomplish this objective. 


cial accounting purposes. As discussed 
previously in this release, the Commis- 
sion is proposing rules that would re- 
quire the presentation of a supplemen- 
tal earnings summary of oil and gas 
activities prepared on the basis of 
RRA, beginning in filings with the 
Commission that include fiscal years 
ending after December 25, 1979. (See 
Release No. 33-5969, published concur- 
rently.) Registrants -may, however, 
prepare and present supplemental fi- 
nancial statements or other supple- 
mental data on the basis of RRA prior 
to this date voluntarily, provided that 
the basis of presentation is adequately 
disclosed. 


SECTION 210.3-18 


The newly adopted §210.3-18 in- 
cludes the following paragraphs: 





Paragraph 
reference 


Description 


\ 





Definitions. 

Application of the successful efforts 
method of accounting. 

Application of the full cost method 
of accounting.” 

Accounting for income taxes. 

Disclosure requirements. 





“Proposed rules for the application of full cost 
accounting are being published for comment in Re- 
lease 33-5968, issued concurrently with this release. 


Paragraph (a): Definitions. The defi- 
nitions in paragraph (a) are applicable 
throughout § 210.3-18. Included are: 
(1) The definition of oil and gas pro- 
ducing activities to which these rules 
apply; (2) the definition of proved oil 
and gas reserves and criteria for classi- 
fying such reserves as developed or un- 
developed; (3) the definitions of 
proved and unproved properties, and 
the proved area of properties; (4) the 
definition of field and reservoir; and 
(5) the classification of wells as explor- 
atory, development, service, and strati- 
graphic test wells. 

The definitions conform to those 
contained in FAS 19 except for the 
definition of proved oil and gas re- 
serves.. FAS 19 adopted the definition 
of proved oil and gas reserves reflected 
in the Commission’s regulations at the 
time of its publication.** The Commis- 
sion subsequently adopted a somewhat 
revised definition of proved oil and gas 
reserves in connection with the adop- 
tion of rules relating to industry seg- 
ment reporting and the establishment 
of Regulation S-K.** That release 
(ASR No. 236) indicated that the revi- 
sions to the definition of proved oil 
and gas reserves were consistent with 
past interpretations by the Commis- 
sion’s staff, or were otherwise minor in 
nature. The Commission also stated in 
ASR No. 236 its belief that the change 


**See Release No. 33-5706 (41 FR 21764), 
May 28, 1976. 

*See Release No. 33-5893 (42 FR 65554), 
December 23, 1977. 
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in definition should not result in any 
changes in the quantities that would 
have been reported using the previous 
definition. 

The Commission agrees with the 
many commentators in this proceed- 
ing who expressed the need for con- 
sistent use of definitions of proved oil 
and gas reserves for reporting to the 
various Federal agencies that require 
such information and for public finan- 
cial reporting. Use of different defini- 
tions raises questions about the credi- 
bility of the information that is re- 
_ ported and imposes an undue burden 
on oil and gas producers. 

In furtherance of the objective of 
achieving consistent reporting of 
proved oil and gas reserves, the Com- 
mission is conforming its definition of 
proved oil and gas reserves to the defi- 
nition that has been developed by 
DOE in connection with its project to 
establish an Oil and Gas Information 
System. It is believed, however, that 
the definition adopted in the rules 
published in this release is consistent 
with the definition previously adopted 
in Regulation S-K.*' 

A critical element of the definition 
of proved oil and gas reserves is that 
the oil and gas must be recoverable 
commercially under existing economic 
and operating conditions. The Com- 
mission’s rules require that the prices 
of oil and gas used in determining 
commercial recoverability must be cur- 
rently existing prices with no escala- 
tions based upon anticipated future 
conditions. Currently existing prices 
include consideration of changes in ex- 
isting prices provided by contractual 
arrangements (and escalation to pres- 
ent prices when gas contracts expire). 
Prospective price increases provided 
by law or Government regulation in 
the United States should not be con- 
sidered, because of a number of past 
experiences in which similar increases 
have been modified or suspended. 

Paragraphs (b)-(h): Application of 
SE. The rules in §210.3-18 (b)-(h) 
specify the application of SE. They 
are intended to be identical to the fi- 
nancial accounting measurement 
standards of FAS 19. The application 
of SE, as defined by FAS 19, is de- 
scribed above in Section V, ‘“Tradition- 
al Oil and Gas Accounting Methods.” 

The rules adopted by the Commis- 
sion for the application of SE are gen- 
erally the same as those proposed in 
Release No. 33-5861, which reflected 
the FASB’s Exposure Draft. A descrip- 
tion of the application of these stand- 


This definition is contained in Form 
EIA-23, “Annual Survey of Domestic Oil 
and Gas Reserves” (43 FR 6993), which has 
been submitted by DOE to the Office of 
Management and Budget for review and 
clearance. 

5t\Opportunity for public comment on the 
newly adopted definition of proved reserves 
is being provided as discussed below. 
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ards and the changes from the provi- 
sions of the Exposure Draft, and thus 
reflected in paragraphs (b)-(h), are 
contained in paragraphs 189-232 of 
FAS 19. The changes reflect principal- 
ly the treatment of stratigraphic test 
wells and the assessment of in-pro- 
gress exploratory wells. 

Most commentators in the Commis- 
sion’s proceeding who advocated SE 
stated that the Commission should 
adopt the form of SE set forth in FAS 
19. A small number of the commenta- 
tors favoring SE, however, expressed 
disagreement with several of the 
FASB’s conclusions, including the 
charging of all geological and geo- 
physical costs to expense, the required 
assessment of unproved properties, 
the capitalization of dry development 
wells, and various aspects of amortiz- 
ing capitalized costs. Similar views had 
been presented by other commenta- 
tors in the proceedings of the Commis- 
sion and the FASB prior to the publi- 
cation of FAS 19. These matters were 
considered by the FASB, as described 
in FAS 19. The Commission has con- 
cluded that, on balance, the form of 
SE defined by FAS 19 is the appropri- 
ate SE method to be adopted in its 
rules because it provides a uniform 
and consistent method of accounting 
for companies that choose to follow 
SE. 

Paragraph (j): Accounting for 
Income Taxes. The Commission has 
concluded that comprehensive inter- 
period income tax allocation by the 
deferred method, without considering 
any interaction for income tax statuto- 
ry depletion, shall be applied retroac- 
tively for all oil and gas producing ac- 
tivities, regardless of whether the SE 
or FC method is adopted. The Com- 
mission believes that this method, 
which is the same as that prescribed 
by FAS 19, is required to achieve con- 
sistency in accounting for income 
taxes generally. 

Paragraph (k): Disclosure Reguire- 
ments. Subparagraphs (1) through (5) 
of this paragraph reflect the rules pro- 
posed in Release No. 33-5877, dated 
October 26, 1977 (42 FR 57661). The 
proposed rules included the disclosure 
provisions of the FASB’s Exposure 
Draft, together with disclosure of cer- 
tain other data. 

Persons engaged, in whole or in part, 
in the production of crude oil or natu- 
ral gas in the United States are re- 
quired to maintain accounts so that 
these data may be compiled for report- 
ing to DOE, as prescribed by EPCA. 

The rules adopted by the Commis- 
sion require the following: 


(1) Disclosure on the face of the balance 
sheet of the accounting method followed 
(successful efforts or full cost) (§ 210.3-18 
(k)(1)). 

(2) Disclosure of capitalized costs (§ 210.3- 
18(k)(2)). This paragraph requires the sepa- 
rate disclosure by geographic area of cap- 
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italized costs and related depreciation, de- 
pletion, and amortization attributable (a) to 
proved properties and (b) to unproved prop- 
erties as of the end of each period for which 
a balance sheet is required. 

(3) Disclosure of costs incurred in oil and 
gas activities (§ 210.3-18(k\(3)). This para- 
graph requires, for each full fiscal year that 
an income statement is required, disclosure 
by geographic area of (a) aggregate costs in- 
curred in the following activities: acquisition 
of properties (with separate disclosure of ac- 
quisitions of significant proved properties), 
exploration, development, and production; 
(b) the provisions for depreciation, deple- 
tion, and amortization, and _ valuation 
charges to expense; and (c) the entity’s 
share of costs incurred by its investees ac- 
counted for by the equity method if the in- 
vestees’ reserves are required to be dis- 
closed. 


(4) Historical revenues from producing oil 
and gas (§ 210.3-18(k}(4)). Disclosure is re- 
quired for each year that an income state- 
ment is required of the historical cash flow 
and value of transfers (at estimated market 
prices) from production of (a) proved re- 
serves, (b) reserves applicable to long-term 
supply or similar agreements in which the 
entity acts as producer and (c) reserves of 
the entity’s investees accounted for by the 
equity method. 

(5) Disclosure of estimated quantities of 
proved oil and gas reserves (§ 210.3- 
18(k(5)). This paragraph requires the fol- 
lowing by major geographic area and for 
each year for which an income statement is 
required: (a) Net quantities of proved oil 
and gas reserves and proved developed re- 
serves as of the beginning and end of each 
such year; (b) changes in the net quantities 
of proved reserves, with changes described 
by certain categories, for each such year; (c) 
quantities of oil and gas subject to long- 
term supply, purchase, or similar agree- 
ments with foreign governments if the re- 
porting entity participates as a producer, as 
of the end of each such year, and the net 
quantities of oil and gas received during 
each such year attributable to these agree- 
ments; and (d) the entity’s proportionate 
share of the net proved oil and gas reserves 
of its investees that are accounted for by 
the equity method. Explanations shall also 
be provided for any important economic fac- 
tors or significant uncertainties that affect 
particular components of the disclosure of 
proved reserves. 


The disclosures of capitalized costs 
required by the newly adopted § 210.3- 
18(k)(2) reflect a reduction of the 
detail proposed in Release No. 33- 
5877. The proposals would have re- 
quired disclosure of capitalized costs 
by certain categories, which many 
commentators considered unnecessary 
and burdensome. The Commission has 
limited the segregation of capitalized 
costs to those related to proved prop- 
erties and to unproved properties, a 
segregation it considers necessary to 
relate balance sheets to the disclosure 
of information on quantities and valu- 
ations of proved oil and gas.*? In addi- 


8S¢Other disclosures of capitalized costs 
may also be appropriate: Paragraph 5 of 
APB Opinion No. 12, “Omnibus Opinion— 
1967,” requires disclosure of ‘“‘* * * balances 
of major classes of depreciable assets, by 
nature or function.” 
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tion, the rules adopted by the Com- 
mission permit the capitalized costs of 
support equipment and facilities to be 
included with capitalized costs of 
either proved properties or unproved 
properties if they can be related to 
either category or, if significant, to be 
disclosed separately. 

The proposed rules, consistent with 
the FASB’s Exposure Draft, specified 
that certain information on capitalized 
costs be disclosed by entities subject to 
rate regulation. In explaining the dele- 
tion of these requirements from FAS 
19, the FASB noted that it had initiat- 
ed a project involving financial ac- 
counting and reporting by rate-regu- 
lated companies and that considera- 
tion of special disclosures such as 
those proposed in the Exposure Draft 
would be included as part of that proj- 
ect. The Commission has concluded 
that any decision on such disclosure 
requirements should await the out- 
come of the broader consideration of 
this matter by the FASB. 

The disclosures of costs incurred in 
oil] and gas. producing activities 
(§ 210.3-18(k)(3)) have also been re- 
vised from the disclosures of this 
nature proposed in Release No. 33- 
5877. Specifically, the rules do not re- 
quire (a) separation of costs incurred 
into amounts capitalized and amounts 
charged to expense or (b) estimates of 
costs required to complete develop- 
ment of proved reserves. 

As discussed in section VI, ‘““Report- 
ing to the Department of Energy,” the 
principal objective of disclosing costs 
incurred in oil and gas producing ac- 
tivities on a functional basis is to fa- 
cilitate analyses that seek to relate 
costs with oil and gas reserves and to 
present information on the magnitude 
of current activities. Whether costs in- 
curred are capitalized or charged to 
expense is irrelevant for purposes of 
these analyses and, accordingly, the 
proposed requirement has been de- 
leted. 

Many commentators expressed oppo- 
sition to the proposal in Release No. 
33-5877 that estimated future costs to 
develop proved reserves be disclosed. 
They expressed concern about the 
subjectivity of such estimates and 
questioned the meaningfulness of the 
disclosure. The Commission has con- 
cluded that this disclosure is not nec- 
essary because of the disclosure of in- 
formation on future net revenue from 
estimated production of proved oil and 
gas reserves, as required by § 210.3- 
18(k (6). 

The remainder of the rules for dis- 
closure of costs incurred are the same 
as the related provisions of FAS 19 
except that separate disclosure is re- 
quired of depreciation, depletion, and 
amortization expense; charges to ex- 
pense resulting from assessments of 
properties, i.e., valuation write-downs; 
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and capitalized costs and costs in- 
curred by investees accounted for by 
the equity method if information on 
the proved reserves of such investees 
is disclosed. 

Costs incurred in oil and gas produc- 
ing activities are required to be report- 
ed in four categories: Acquisition of 
properties; exploration; development; 
and production. The Commission in- 
tends that this reporting conform to 
the disclosures specified by FAS 19 
and, in less detail, to those required by 
FRS (as discussed in section VI, “Re- 
porting to the Department. of 
Energy”). Accordingly, the following 
guidelines are provided for classifying 
costs into the four categories: ** 


1. Costs incurred in the acquisition of 
properties.** Costs incurred to purchase, 
lease or otherwise acquire a property, in- 
cluding costs of leasé bonuses and options to 
purchase or lease properties, the portion of 
costs applicable to minerals when land in- 
cluding mineral rights is purchased in fee, 
brokers’ fees, recording fees, legal costs, and 
other costs incurred in acquiring properties. 

2. Exploration involves (a) identifying 
areas that may warrant examination and (b) 
examining specific areas that are considered 
to have prospects of containing oil and gas 
reserves, including drilling exploratory wells 
and exploratory-type stratigraphic test 
wells. Exploration costs may be incurred 
both before acquiring the related property 
(sometimes referred to in part as prospect- 
ing costs) and after acquiring the property. 
Principal types of exploration costs, which 
include depreciation and applicable operat- 
ing costs of support equipment and facili- 
ties * and other costs of exploration activi- 
ties, are: 

(a) Costs of topographical, geographical, 
and geophysical studies, rights of access to 
properties to conduct those studies, and sal- 
aries and other expenses of geologists, geo- 
physical crews, and others conducting those 
studies. Collectively, those are sometimes 
referred to as geological and geophysical or 
“G&G” costs. 


53 All costs reported should be costs relat- 
ing to net working interests in all properties 
owned by reporting persons, whether oper- 
ated by the person or by other persons. 

“FRS provides that acquisition of un- 
proved properties be separately reported as 
a component of exploration costs and that 
acquisition of proved properties be separate- 
ly reported as a component of development 
costs. 

&* Support equipment and facilities used in 
oil and gas producing activities include seis- 
mic equipment, drilling equipment, con- 
struction and grading equipment, vehicles, 
repair shops, warehouses, supply points, 
camps, and division, district or field offices. 
Some support equipment or facilities may 
serve two or more of those activities and 
may also serve transportation, refining, and 
marketing activities. To the extent that the 
support equipment and facilities are used in 
oil and gas producing activities, their depre- 
ciation and applicable operating costs 
become exploration, development or produc- 
tion costs, as appropriate. 

*%G&G studies may be conducted on a 
property owned by another person, in ex- 
change for an interest in the property if 
proved reserves are found or to be reim- 


(b) Costs of carrying and retaining unde- 
veloped properties, such as delay rentals, ad 
valorem taxes on properties, legal costs for 
title defense, and the maintenance of land 
and lease records. 

(c) Dry hole contributions and bottom 
hole contributions. 

(d) Costs of drilling and equipping explor- 
atory wells. 

(e) Costs of drilling exploratory-type stra- 
tigraphic test wells. 

3. Development costs are incurred to 
obtain access to proved reserves and to pro- 
vide facilities for extracting, treating, gath- 
ering and storing the oil and gas. More spe- 
cifically, development costs, including de- 
preciation and applicable operating costs of 
support equipment and facilities and other 
costs of development activities, are costs in- 
curred to: 

(a) Gain access to and prepare well loca- 
tions for drilling, including surveying well 
locations for the purpose of determining 
specific development drilling sites, clearing 
ground, draining, road building, and relocat- 
ing public roads, gas lines, and power lines, 
to the extent necessary in developing the 
proved reserves. ‘ 

(b) Drill and equip development wells, de- 
velopment-type stratigraphic test wells, and 
service wells, including the costs of plat- 
forms and of well equipment such as casing, 
tubing, pumping equipment, and the well- 
head assembly. 

(c) Acquire, construct, and install produc- 
tion facilities such as lease flow lines, sepa- 
rators, treaters, heaters, manifolds, measur- 
ing devices, and production storage tanks, 
natural gas cycling and processing: plants, 
and central utility and waste disposal sys- 
tems. 

(d) Provide improved recovery systems. 

4. Production involves lifting the oi] and 
gas to the surface and gathering, treating, 
field processing (as in the case of processing 
gas to extract- liquid hydrocarbons), and 
field storage. The production function shall 
normally be regarded as terminating at the 
outlet valve on the lease or field production 
storage tank; if unusual physical or oper- 
ational circumstances exist, it may be more 
appropriate to regard the production func- 
tion as terminating at the first point at 
which oil, gas, or gas liquids are delivered to 
a main pipeline, a common carrier, a refin- 
ery, or a marine terminal. 

Production costs are those costs incurred 
to operate and maintain wells and related 
equipment and facilities, including depreci- 
ation and applicable operating costs of sup- 
port equipment and facilities and other 
costs of operating and maintaining those 
wells and related equipment and facilities. 
They become part of the cost of oil and gas 
produced. Examples of production costs 
(sometimes called lifting costs) are: . 

(a) Costs of labor to operate the wells and 
related equipment and facilities. 

(b) Repairs and maintenance. 

(c) Materials, supplies, and fuel consumed 
and supplies utilized in operating the wells 
and related equipment and facilities. 

(d) Property taxes and insurance applica- 
ble to proved properties and wells and relat- 
ed equipment and facilities. 

(e) Severance taxes. 


bursed if proved reserves are not found. In 
such cases, the G&G costs shall be account- 
ed for as a receivable when incurred and, if 
proved reserves are found, they shall 
become the costs of the proved property ac- 
quired. . 
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Depreciation, depletion, and amortization 
of capitalized acquisition, exploration, and 
development costs are not production costs 
but also become part of the cost of oil and 
gas produced along with production (lifting) 
costs identified above. 

5. Overhead, including general and admin- 
istrative costs such as salaries and office ex- 
penses and depreciation charges for office 
buildings, applicable to oil and gas produc- 
ing activities but not directly identified with 
a specific function should be allocated 
among the functions on a reasonable basis. 
Such overhead would be included in operat- 
ing expenses as that term is defined in 
FASB Statement of Financial Accounting 
Standards No. 14, “Financial Reporting for 
Segments of a Business Enterprise.” State- 
ment No. 14 requires that operating ex- 
penses that are not directly traceable to an 
industry segment be allocated on a reason- 
able basis among those industry segments 
for whose benefits the expenses were in- 
curred. Methods used to allocate operating 
expenses should be consistently applied 
from period to period (but, if changed, dis- 
closure shall be made of the nature and the 
effect of the change in the period of 
change.) 


The rules relating to the disclosure 
of quantities of proved oil and gas re- 
serves in § 210.3-18(k)(5) have been re- 
vised slightly from the related rules 
proposed in Release No. 33-5877. They 
now conform to the provisions of FAS 
19, as explained in paragraphs 238-244 
of appendix B of FAS 19. 

Many commentators disagreed with 
the conclusions of the Commission 
and the FASB that information on 
quantities of oil and gas reserves 
should be included in financial state- 
ments, primarily because the estima- 
tion of oil and gas reserves is inherent- 
ly imprecise and is beyond the exper- 
tise of independent public accoun- 
tants. The Commission has concluded 
that information on oil and gas re- 
serves is needed to supplement finan- 
cial statements, regardless of the 
method of accounting used, because of 
the importance of this information in 
gaining an understanding of the oper- 
ations of oil and gas producers. The 
Auditing Standards Executive Com- 
mittee of the American Institute of 
Certified Public Accountants is now 
engaged in a project to establish audit- 
ing procedures, including criteria for 
the auditor’s use of specialists with ex- 
pertise in estimating oil and gas re- 
serves, that would apply to examina- 
tions involving financial statements 
that include information on oil and 
gas reserve quantities and valuations. 
The Commission recognizes that audi- 
tors would not be expected to have the 
expertise to develop or reach opinions 
on the accuracy of estimates of oil and 
gas reserves; however, auditors, by 
using specialists with expertise in esti- 
mating oil and gas reserves, should be 
able to perform sufficient audit proce- 
dures to enable them to reach opin- 
ions on financial statements that in- 
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clude information on oil and gas re- 
serves. 

The accompanying rules also require 
the disclosure of certain information 
regarding future net revenues from es- 
timated production of proved oil and 
gas reserves (§ 210.3-18(k)(6)). These 
requirements were proposed in Re- 
lease No. 33-5878 *? dated November 3, 
1977 (42 FR 5765) and revised in Re- 
lease No. 33-5916 dated March 17, 1978 
(43 FR 12334). In addition to letters of 
comment received in response to these 
releases, information pertinent to the 
Commission’s consideration of these 
proposed rules was received in connec- 
tion with its proceeding (in particular, 
the public hearing) involving financial 
accounting and reporting practices of 
oil and gas producers. 

The rules adopted are substantially 
the same as those proposed except 
that the data are required to be dis- 
closed in somewhat less detail and a 
safe-harbor provision has been added. 
The rules require: 


(1) The presentation for each of the first 3 
years and the remainder in a single amount 
of Estimated Future Net Revenues for the 
following categories: (a) Proved reserves; (b) 
proved developed reserves; (c) proved re- 


serves applicable to long-term or similar. 


agreements in which the entity acts as pro- 
ducer; and (d) the entity’s share of the 
proved reserves of its investees accounted 
for by the equity method. The Estimated 
Future Net Revenues shall be computed by 
applying to estimated future production of 
proved reserves, assuming continuation of 
existing economic conditions, the current 
prices of oil and gas and current costs of de- 
velopment and production. 

(2) The Present Value of the Estimated 
Future Net Revenues for the four categories 
presented above using a 10 percent discount 
rate. 

(3) The Present Value of the Estimated 
Future Net Revenues, separately reported 
for (a) proved reserves added in prior years 
and (b) proved reserves added during the 
current year with separate presentation, if 
significant (specified to be generally more 
than 10 percent of current additions), of 
proved reserves resulting from application 
of improved recovery techniques or pur- 
chases of reserves in-place. 


Most of the commentators express- 
ing opposition to these disclosures in- 
dicated that developing the data in- 
volves estimates that are too depend- 
ent on subjective judgments to war- 
rant public reporting. In addition to 
the significant uncertainties in esti- 
mating quantities of proved reserves, 
judgment would be needed in estimat- 
ing rates of production, the timing of 
development expenditures, etc. in de- 


57Release No. 33-5878 also proposed to re- 
seind the existing requirements for certain 
registrants to disclose replacement cost in- 
formation about mineral resource assets em- 
ployed in oil and gas producing activities. 
The Commission’s actions published in this 
release include adoption of the proposed re- 
vision to the “Exemption” paragraph of 
§ 210.3-17. 
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veloping the future net revenue infor- 
mation. Such information could be 
misleading, it was argued, because the 
limitations on the data might not be 
understood by investors. Because of 
the subjective nature of the data, 
some commentators recommended 
that the disclosures not be required as 
part of the financial statements, or, at 
a minimum, be labeled as “unaudit- 
ed.” 58 

In addition to the need for estimates 
and judgments in developing the data, 
many commentators felt that the valu- 
ation methodology proposed by the 
Commission would not result in infor- 
mation that would be useful or mean- 
ingful. The use of current prices and 
costs may not be indicative of future 
economic relationships. Use of an arbi- 
trary discount rate and the exclusion 
of income tax effects were also cited as 
factors that would limit the ability of 
the resulting computations to provide 
any meaningful indication of the cur- 
rent value of proved reserves. 

The requirement for present value 
disclosures places significant burdens 
of time and expense on registrants, in- 
volving the efforts of geologists, petro- 
leum engineers, and other specialists. 
Such costs and effort were considered 
by some commentators to be excessive 
in relation to the perceived value of 
the data. Accordingly, some suggested 
that any mandatory disclosures of this 
nature be deferred until the previous- 
ly discussed disclosures of quantities 
of oil and gas reserves and supplemen- 
tal historical financial information 
could be assessed in practice. As an in- 
terim measure, some suggested that 
voluntary disclosures in accordance 
with guidelines established by the 
Commission should be permitted. 

Many of the letters expressed a 
belief that the proposed disclosures 
would be, in essence, a forecast of 
future economic conditions, and that 
such forward-looking information rep- 
resents a significant departure from 
current financial reporting practice. 
Individual firms in the oil and gas in- 
dustry, as well as other industries, 
should be left discretion as to whether 
forecasts should be published, accord- 
ing to these commentators. Others 
argued that present value disclosures 
would represent a move away from 
historical cost accounting, and they 
felt that experimentation with new ac- 
counting methods of this nature 
should not be initiated while the 
FASB’s conceptual framework project 
is in its initial phases. 

In contrast to the above criticisms, a 
substantial number of letters indicated 


58 As noted previously, the AICPA’s Audit- 
ing Standards Executive Committee has 
under consideration a proposed audit guide 
on oil and gas reserve: information that 
would describe auditing procedures applica- 
ble to information on oil and gas reserves, 
including valuation data, that is disclosed in 
financial statements. 
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general support for the proposed dis- 
closures. It was widely felt that the in- 
formation was of major importance to 
investors in evaluating the status and 
performance of oil and gas producing 
companies. This view is consistent 
with the Commission’s determinations 
in this proceeding, as discussed in ear- 
lier sections of this release. 

The Commission has concluded that 
the benefits of such _ disclosures 
outweigh any limitations associated 
with the subjective nature of the data 
and the necessary use of arbitrary as- 
sumptions to obtain a uniform meth- 
odology. The Commission believes 
that the usefulness of this supplemen- 
tal information justifies the costs of 
compliance; furthermore, as discussed 
earlier in this release, the Commission 
has concluded that there is potential 
for achieving substantial improve- 
ments in financial reporting in the oil 
and gas producing industry if valu- 
ations of oil and gas reserves can be ul- 
timately incorporated into the prima- 
ry financial statements. 

The Commission recognizes that the 
present value data may not be equiva- 
lent to the current value of regis- 
trants’ oil and gas properties. Current 
values must necessarily take into ac- 
count, among other factors, the values 
resulting from the likelihood that the 
properties contain oil and gas in excess 
of proved reserves and expectations of 
future changes in economic conditions, 
such as the probability of future 
changes in prices and costs. However, 
the use of uniform assumptions in esti- 
mating the data is necessary to insure 
an acceptable degree of objectivity and 
comparability of the information re- 
quired to be disclosed. Registrants will 
be permitted to disclose additional 
data based on other assumptions, if 
such assumptions are reasonable and 
are adequately explained. 

A general provision contained in 
§ 210.3-18(k)\(6) requires disclosure of 
any additional information that man- 
agement believes is necessary to pre- 
vent the data from being misleading. 
For example, such information could 
include: (1) A statement that the data 
may not reflect cash to be received in 
the future from the sale of oil and gas 
currently owned, (2) a statement that 
the data do not necessarily reflect the 
costs that would be incurred to obtain 
equivalent oil and gas reserves, and (3) 
other statements relevant to an under- 
Standing of the effects of changing 
prices and costs on the future oper- 
ations of the company. Disclosures of 
this nature might include a discussion 
of the relationship between the data 
disclosed and the current value of the 
registrant’s oil and gas properties. 

Release 33-5878 requested comments 
on several specific issues relating to 
the proposed disclosures. .The re- 
sponses are summarized below: 
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1. Discount rate. The release proposed 
that the net revenues be discounted using 
an estimated production loan rate (i.e., the 
rate on financing secured solely by oil and 
gas reserves). Alternatively, comments were 
requested on whether it would be appropri- 
ate for the Commission to specify a uniform 
discount rate. Criticisms of the production 
loan rate focused on the fact that it would 
incorporate an inflation element, while the 
net revenue data would be based on current 
prices and costs; that foreign reserves would 
require different rates; and that the produc- 
tion loan rate was unrealistic because some 
companies do not obtain such financing. Al- 
ternative recommendations included the use 
of an overall borrowing rate or a weighted- 
average cost of capital. However, a majority 
of commentators were in favor of the Com- 
mission specifying a uniform rate to im- 
prove comparability of the data disclosed. 
The Commission agrees that the gain to 
users in terms of comparability outweighs 
any distortions caused by the use of a single 
rate by all registrants. Accordingly, the 
final rules specify use of a 10-percent-dis- 
count factor. 

2. Other approaches. Because of the Com- 
mission’s concern with the quantity of data 
proposed for disclosure, comments were re- 
quested on different approaches to achiev- 
ing the desired objectives. The requirements 
for disclosure by category of reserve 
changes and by specific time periods were 
generally felt to be too detailed, given the 
inherent lack of precision in the data and 
the necessary use of somewhat arbitrary as- 
sumptions as to prices, costs and discount 
rate. As discussed below, the rules have 
been modified to reduce the quantity of 
data required to be disclosed. 

3. Safe harbor provision. The proposed 
amendments did not include a safe harbor 
provision. The comment letters addressing 
this issue were unanimous in urging that 
such a provision be included, because of the 
many uncertainties necessarily involved in 
the development of the data. The Commis- 
sion has conciuded that such a safe harbor 
provision is appropriate. The rules provide 
that the information relating to the disclo- 
sure of future net revenues from estimated 
production of proved reserves shall not be 
deemed to be misleading unless the informa- 
tion is prepared without a reasonable basis 
or disclosed other than in good faith. 

4. Natural gas. liquids (“NGL’’) plants. 
Staff Accounting Bulletin No. 10 dated July 
27, 1976 (41 FR 35163) states in part that 
“mineral resource assets” include all assets 
that are directly associated with and which 
derive value from mineral reserves, Release 
No. 33-5878 presented a recommendation 
that NGL plants should be excluded from 
mineral resource assets (and therefore sub- 
ject to the replacement cost disclosures 
specified in § 210.3-17) if two conditions are 
met: (1) The NGL piant can be replaced and 
(2) the value of the NGL plant is not pri- 
mariiy dependent on a particular field. Most 
comments stated that these guidelines are 
sufficiently specific. 

5. Tax effects. The computations of esti- 
mated future net revenues do not require 
consideration of income tax effects. Many 
commentators felt that failure to include 
income taxes would be highly misleading, as 
taxes are a significant component of any 


**The Commission’s staff is providing ad- 
ditional guidance on this matter in SAB No. 
23 (Aug. 31, 1978), published concurrently 
with this release. 


stream of net revenues, especially for for- 
eign reserves. However, there was acknowl- 
edgement of the difficulty in making any 
precise association between income taxes 
and estimated future revenues. The Com- 
mission has concluded that the objectives of 
the present disclosures are better achieved 
by excluding income taxes from the net rev- 
enue and present value computations. How- 
ever, it is suggested that registrants indicate 
the magnitude of the income.taxes associat- 
ed with the difference between the comput- 
ed present values and the financial state- 
ment basis of the related proved reserves 
with appropriate consideration of related 
deferred income taxes. 

6. Competitive impact. A few commenta- 
tors expressed concern that the proposed re- 
porting requirements could put registrants 
at a competitive disadvantage relative to 
foreign companies not registered with the 
Commission. Future net revenue data pre- 
sented on a geographical basis could result 
in disclosures with respect to individual 
countries, which some commentators stated 
might restrict their ability to obtain over- 
seas concessions and create political pres- 
sures from host governments. The Commis- 
sion considers separate geographical infor- 
mation significant to a complete presenta- 
tion of the data. Unusual problems encoun- 
tered by a registrant in complying with this 
requirement should be discussed with the 
staff of the Commission for appropriate res- 
olution. 


The comment letters and testimony 
at the Commission’s public hearing 
also dealt with other implementation 
issues. Several persons suggested that 
specific computational guidelines be 
provided, e.g., that current prices be 
defined as the weighted average price 
of oil and gas produced during the 
most recent year (or month), or that 
production and development costs be 
estimated on the basis of overall cur- 
rent per-unit averages. The Commis- 
sion does not object to these ap- 
proaches, appropriately applied and 
disclosed, in developing current prices 
and costs as long as they result in rea- 
sonable estimates, and does not believe 
it should adopt specific requirements 
of this nature at this time. In response 
to concerns about the quantity of data 
to be required, the rules have been re- 
vised to limit to 3 years the time peri- 
ods for which estimated future net 
revenues are presented, with the re- 
mainder presented as a single amount. 
Disclosure of the year-end present 
value attributable to additions to 
proved reserves from the application 
of improved recovery methods is re- 
quired only if significant. Similarly, in- 
significant additions attributable to 
purchases of reserves may be included 
with discoveries and extensions of re- 
serves. Finally, the requirement for 
disclosure of the weighted-average 
prices of oil and gas used in the com- 
putations has been eliminated. 

The Commission stated in Release 
No. 33-5878 that it was proposing cer- 
tain analytical data (i.e., future net 
revenues presented by year, the sensi- 
tivity of the data to a change in the 
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discount rate, and the weighted-aver- 
age unit prices) to provide information 
that. would permit users to vary as- 
sumptions used in developing the re- 
quired data. Much of the analytical 
data included in the proposed rules 
has not:been included in the rules 
adopted by the Commission in re- 
sponse to comments on the burden of 
the requirements. The Commission be- 
lieves, nevertheless, that such disclo- 
sures could be meaningful in certain 
circumstances and encourages regis- 
trants to develop appropriate presen- 
tations of this nature. 

The following tables illustrate the 
disclosure that the rules require for 
each geographic area for which disclo- 
sures of net quantities of reserves of 
oil and gas are presented, i.e., the re- 
porting entity’s home country (if sig- 
nificant reserves are located there) 
and each foreign geographic area (in- 
dividual countries or groups of coun- 
tries as appropriate for meaningful 
disclosure in the circumstances) in 
which significant reserves are located. 


Estimated future net revenues from proved 
reserves of oil and gas as of December 31, 
1979 


Proved Proved. Long-term Equity 
developed developed supply investees * 

and agreements ' 
undeveloped 








$x $X 

x x 

x x x 

Remainder x x x 





x x x 





‘With foreign governments (company operated). 
?Proportional share. 


Present vatue of estimated future net 
revenues from proved reserves of oil and gas 





December 31, 


1978 1979 





Proved developed and undeveloped reserves: 
Added in previous years. $x $X 
Added during current yea: 32 x x 


Total end of year x 


Proved developed reserves eZ x 
Long-term supply agreements with x x 
foreign governments (company 
operated). 
Equity investees 
share). 


(proportional x x 





SOLICITATION OF COMMENTS 


As noted previously, the Commission 
is concerned that the rules published 
in this release achieve certain objec- 
tives. Specifically, comments are re- 
quested on the following: 


1. It is intended that the rules relating to 
the application of the SE method of ac- 
eounting conform to related provisions of 
FAS 198. Those provisions have been rear- 
ranged to facilitate their adoption as rules 
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by the Commission. Comments are request- 
ed on whether these rearrangements result 
in significant deviations or omissions. 

2. A further objective of the Commission 
is that its rules be consistent to the extent 
practicable and appropriate with the Finan- 
cial Reporting System being developed by 
DOE. Instances in which application of 
these rules would result in differing report- 
ing to the various Federal agencies of the 
costs incurred in oi! and gas producing activ- 
ities should be communicated to the Com- 
mission. 

3. Finally, comments are requested on the 
appropriateness of the revised definition of 
proved oil and gas reserves. Of particular in- 
terest are comments on instances in which 
this definition would be inconsistent with 
that developed by DOE, or with the Com- 
mission’s previous definition as contained in 
Regulation S-K. 


All interested persons are invited to 
submit their written comments by Oc- 
tober 31, 1978. It should, however, be 
noted that, notwithstanding the op- 
portunity to comment on the above 
matters, §210.3-18 has been adopted 
by the Commission and is effective as 
adopted unless or until amended by 
the Commission. 

Comments should refer to File S7- 
715 and should be submitted in tripli- 
cate to George A. Fitzsimmons, Secre- 
tary, Securities and Exchange Com- 
mission, 500 North Capitol Street, 
Washington, D.C. 20549. All comments 
will be available for public inspection. 


MANAGEMENT’S DISCUSSION AND ANALYSIS 
OF THE SUMMARY OF EARNINGS 


Guide 22, “Summary of Earnings,” 
which applies to registration state- 
ments filed pursuant to the Securities 
Act of 1933, and the related guide 1, 
“Summary of Operations,” which ap- 
plies to forms 10 and 10-K, require 
that a narrative analysis of the finan- 
cial data presented in the summary be 
included in applicable filings with the 
Commission.@ ASR No. 159 states that 
the purpose of the narrative analysis 
is ‘“* * * to enable the investors to ap- 
praise the quality of earnings.” ASR 
No. 159 also states: , 

{Tihis analysis should include a discussion 
of material facts, whether favorable or un- 
favorable, required to be disclosed or dis- 
closed in the prospectus, registration state- 
ment, or report which in the opinion of 
management may make historical oper- 
ations or earnings as reported in the sum- 
mary of earnings not indicative of current 
or future operations or earnings. 


In Release No. 33-5837 dated June 
20, 1977 (42 FR 33137), the Commis- 
sion solicited comments on whether it 
should require a narrative analysis by 
management of oil and gas producing 
activities that wouid include a discus- 


©The amendments to guides 22 and 1 re- 
quiring the presentation of management’s 


- discussion and analysis of the summary of 


earnings (operations) were published in 
ASR No. 159 dated Aug. 16, 1974 [39 FR 
31894}. : 


sion of oil and gas reserves, operating 
statistics, and supplemental financial 
data. Such an analysis could be useful 
to investors in assessing financial 
effort and results in view of the com- 
plexities involved in understanding 
and analyzing the data disclosed sup- 
plementally to the primary financial 
statements. The Commission noted in 
Release No. 33-5837 several matters 
that might affect an assessment of oil 
and gas producing activities: 

1. Uncertainties related to estimates of 
quantities of oil and gas reserves; 

2. The likelihocd of additional recoverable 
oil and gas in addition to proved reserves; 

3. Significant investments in and plans to 
undertake improved recovery programs; 

4. Major changes in management philos- 
ophy regarding exploration and develop- 
ment activities; and 

5. Effects of factors such as changing 
prices of specific goods and services, impact 
of government regulation, and changes in 
relationships with host governments. 


These and other. matters can be im- 
portant to an understanding of the fi- 
nancial statements and of the infor- 
mation disclosed supplementally. . 
Many commentators felt that such a 
narrative analysis by management of 
oil and gas producing activities would 
be useful. Other commentators ex- 
pressed the opinion that no new re- 
quirement was needed because of the 
existing provisions of Guides 22 and 1, 
as discussed above. 

The Commission has concluded that 
the existing requirements in this 
regard are sufficient. It emphasizes, 
however, that registrants involved in 
oil and gas producing operations 
should focus their narrative analyses 
pertaining to these operations primar- 
ily on exploration, development, and 
production activities, using the supple- 
mental information required by the 
rules published in this release to dis- 
cuss the major factors affecting these 
activities and their relationship to the 
information conveyed in the financial 
statements. 


EFFECTIVE DATE 


The rules adopted in this release are 
effective initially for full fiscal years 
ending after December 25, 1978, that 
are contained in filings that include 
fiscal years ending after December 25, 
1979. Thus, a company with a calendar 
fiscal year is required to adhere to 
these rules initially in filings that in- 
clude its 1979 fiscal year, although 
earlier application is encouraged. Ac- 
counting changes adopted to conform 
to the provisions of these rules shall 
be made retroactively by restating the 
financial statements of prior periods. 
Financial statements for the fiscal 
year in which these rules are first ap- 
plied shall disclose the nature of the 
accounting changes and their effect on 
income before extraordinary items, 
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net income, and related per share 
amounts for each period restated. 

The Commission had proposed that 
its rules become effective for fiscal 
years beginning after June 15, 1978, 
consistent with the FASB’s Exposure 
Draft. The FASB subsequently deter- 
mined that the standards of FAS 19 
would be effective for fiscal years be- 
ginning after December 15, 1978. A 
later effective date has been estab- 
lished for the Commission’s rules in 
order to provide additional time for 
registrants to comply. It should be 
noted, however, that the Commission 
is proposing in Release No. 33-5967 
amendments to Regulation S-K that 
would apply the disclosure provisions 
of these rules (outside the financial 
statements) to filings with the Com- 
mission that include fiscal years 
ending after December 25, 1978. 


COMMISSION ACTION 


The Commission hereby amends 17 
CFR Part 210 by revising the title and 
table of contents of Part 210; adding 
paragraph (c) to § 210.1-01; revising 
the “Exemption” paragraph of § 210.3- 
17; and adding new § 210.3-18; .as indi- 
cated below: 

1. The title of Part 210 is revised as 
set forth below: 

2. The table of contents of Part 210 
is amended by adding an entry for 
§ 210.3-18 to read as set forth below: - 


Rutes or GENSRAL APPLICATION 


« * * x * 


210.3-18 Financial accounting and report- 
ing for oil and gas producing activities 
pursuant to the federal securities laws 
and the Energy Policy and Conservation 
Act of 1975. 


3. A new paragraph (c) is added to 
§ 210.1-01 as set forth below: 


§ 210.1-01 Application of Regulation S-X 
(17 CFR Part 218). 


* * * ¢ * 


(c) In addition to filings pursuant to 
the Federal securities laws, § 210.3-18 
applies to the preparation of accounts 
by persons engaged, in. whole or in 
part, in the production of crude oil or 
natural gas in the United States pur- 
suant to. section 503 of the Energy 
Policy and Conservation Act of 1975 
(42 U.S.C. 6383) (“EPCA”) and section 
l(c) of the Energy Supply and Envi- 
ronmental Coordination Act of 1974 
(15 U.S.C. 796), as amended by section 
505 of EPCA. 

4. The Exemption to § 210.3-17 is re- 
vised as set forth below: 
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§ 210.3-17 Current replacement cost infor- 
mation. 


* = * * * 


Exemption. This section shall not apply to 
any person where the total of inventories 
and gross property, plant and equipment 
(i.e., before deducting accumulated depreci- 
ation, depletion and amortization) as shown 
in the consolidated balance sheet at the be- 
ginning of the most recently completed 
fiscal year is less than $100 million or where 
the total of inventories and gross property, 
plant and equipment is less than 10 percent 
of the total assets of the person as shown in 
the consolidated balance sheet at the begin- 
ning of the most recently completed fiscal 
year. The replacement cost information 
specified below in paragraphs (c) and (d) is 
not required to be shown for mineral re- 
source assets employed in the production of 
crude oil or natural gas. 


* e * * « 


5. A new § 210.3-18 is added as set 
forth below: : 


§ 210.3-18 Financial accounting and _ re- 
porting for oil and gas producing activ- 
ities pursuant to the Federal securities 
laws and the Energy Policy and Con- 
servation Act of 1975. 


This section prescribes financial ac- 
counting and reporting standards for 
registrants of the Commission engaged 
in oil and gas producing activities in 
filings under the Federal securities 
laws and for the preparation of ac- 
counts by persons engaged, in whole 
or in part, in the production of crude 
oil or natural gas in the United States, 
pursuant to section 503 of the Energy 
Policy and Conservation Act of 1975 
(42 U.S.C. 6383) (“EPCA”) and section 
1i(c) of the Energy Supply and Envi- 
ronmental Coordination Act of 1974 
(15 U.S.C. 796) (“ESECA”), as amend- 
éd by section 505 of EPCA. 


Exemption. Any person exempted by the 
Department of Energy from any record- 
Keeping or reporting requirements pursuant 
to section 11(c) of ESECA, as amended, is 
similarly exempted from the related provi- 
sions of this section in the preparation of 
accounts pursuant to EPCA. This exemp- 
tion does not affect the applicability of this 
section to filings pursuant to the Federal se- 
curities laws. 


(a) Definitions. The following defini- 
tions apply to the terms listed below 
as they are used in this section: 

(1) Oil and gas producing activities. 

(i) Such activities include: 

(A) The search for crude oil, includ- 
ing condensate and natural gas liquids, 
or natural gas (“oil and gas’’) in their 
natural states and original locations. 

(B) The acquisition of property 
rights or properties for the purpose of 
further exploration and/or for the 
purpose of removing the oil or gas 
from existing reservoirs on those prop- 
erties. 


(C) The: construction, . drilling, and 
production activities necessary to re- 
trieve oil and gas from its natural res- 
ervoirs, and the acquisition, construc: 
tion, installation, and maintenance of 
field gathering and storage systems— 
including lifting the oil and gas to the 
surface and gathering,. treating, field 
processing (as in the case of processing 
gas to extract liquid hydrocarbons) 
and field storage. For purposes of this 
section, the oil and gas production 
function shall normally be regarded as 
terminating at the outlet valve on the 
lease or field storage tank; if unusual 
physical or operational circumstances 
exist, it may be appropriate to regard 
the production functions as terminat- 
ing at the first point at which oil, gas, 
or gas liquids are delivered to a main 
pipeline, a common carrier, a refinery, 
or a marine terminal. 

(ii) Oil and gas producing activities 
do not include: 

(A) The transporting. refining and 
marketing of oil and gas. 

(B) Activities relating to the produc- 
tion of natural resources other than 
oil and gas. 

(C) The production of geothermal 
steam or the extraction of hydrocar- 
bons as a byproduct of the production 
of geothermal steam or associated geo- 
thermal resources as defined in the 
Geothermal Steam Act of 1970. 

(D) The extraction of hydrocarbons 
from shale, tar sands, or coal. 

(2) Proved oil and gas reserves. 
Proved oil and gas reserves are the es- 
timated quantities of crude oil, natural 
gas, and natural gas liquids which geo- 
logical and engineering data demon- 
strate with reasonable certainty to be 
recoverable in future years from 
known reservoirs under existing eco- 
nomic and operating conditions, i.e., 
prices and costs as of the date the esti- 
mate is made. Prices include considera- 
tion of changes in existing prices pro- 
vided only by contractual arrange- 
ments, but not on escalations based 


upon future conditions, 


(i) Reservoirs are considered (A) 
proved and tested if economic produci- 
bility is supported by either actual 
production or conclusive formation 
test (drill stem or wire line), or (B) 
proved and untested if economic pro- 
ducibility is supported only by core 
analyses and/or electric or other log 
interpretations. The area of a reser- 
voir considered proved includes that 
portion delineated by drilling and de- 
fined by gas-oil and/or oil-water con- 
tacts, if any; and the immediately ad- 
joining portions not yet drilled, but 
which can be reasonably judged as 
economically productive on the basis 
of available geological and engineering 
data. In the absence of information on 
fluid contacts, the lowest known struc- 
tural occurrence of hydrocarbons con- 
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trols the lower proved limit of the res- 
ervoir. 

‘ Gi) It is not necessary that produc- 
tion, gathering or transportation fa- 
cilities be installed or operative for a 
reservoir to’ be considered: proved. 
’ However, it should be reasonably cer- 
tain that° such ‘facilities will be in- 
stalled in the: future. : 

(iii) Reserves which can be produced 
economically through application of 
improved recovery techniques (such as 
fluid injection) are included in the 
“proved” classification when success- 
ful testing by a pilot project, or the 
operation of an installed program in 
the reservoir, provides support for the 
engineering analysis on which the 
project or program was based. 

(iv) Estimates of proved crude oil, 
natural gas, or natural gas liquids re- 
serves do not include (A) those re- 
serves, the recovery of which is subject 
to reasonable doubt because of uncer- 
tainty as to geology, reservoir charac- 
teristics, or economic factors; (B) re- 
serves that may occur in undrilled 
prospects; (C) reserves that may be re- 
covered from oil shales, coal, gilsonite, 
and other such sources; and (D) vol- 
umes placed in underground storage. 

(3) Proved developed oil and gas re- 
serves. Proved developed oil and gas 
reserves and reserves that can be ex- 
pected to be recovered through exist- 
ing wells with existing equipment and 
operating methods. Additional oil and 
gas expected to be obtained through 
the application of fluid injection or 
other improved recovery techniques 
for supplementing the natural forces 
and mechanisms of primary recovery 
should be included as “proved devel- 
- Oped reserves” only after testing by a 
‘pilot project or after the operation of 
an installed program has confirmed 
through production response that in- 
creased recovery will be achieved. 

(4) Proved undeveloped reserves. 
Proved undeveloped oil and gas re- 
serves are proved reserves that are ex- 
pected to be recovered from new wells 
on undrilled acreage, or from existing 
wells where a relatively major expend- 
iture is required for recompletion. Re- 
serves on undrilled acreage shall be 
limited to those drilling units that 
offset. productive units and that are 
reasonably certain of producticn when 
drilled. 

(5) Proved properties. 
with proved reserves. 

(6) Unproved properties. Properties 
with no proved reserves. 

(7) Proved area. The part of a prop- 
erty to which proved reserves have 
been specifically attributed. 

(8) Field. An area consisting of a 
single reservoir or multiple reservoirs 
all grouped on or related to the same 
individual geological structural feature 
and/or stratigraphic condition. There 
may be two or more reservoirs in a 


Properties 
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field which are separated vertically by 
intervening impervious strata, or later- 
ally by local geologic barriers, or by 
both. Reservoirs that are associated by 


. being in overlapping or adjacent fields 


may be treated as a single or common 
operational field. The geological terms 
“structural feature’ and “stratigra- 
phic condition” are intended to identi- 
fy localized geological features as op- 
posed to the broader terms of basins, 
trends, provinces, plays, areas-of-inter- 
est, etc. 

(9) Reservoir. A porous and perme- 
able underground formation contain- 
ing a natural accumulation of produc- 
ible oil or gas that is confined by im- 
permeable rock or water barriers and 
is individual and separate from other 
reservoirs. 

(10) Exploratory weil. A well drilled 
to find and produce oil or gas in an un- 
proved area, to find a new reservoir in 
a field previously found to be produc- 
tive of oil or gas in another reservoir, 
or to extend a known reservoir. 

(11) Development weil. A well drilled 
within the proved area of an oil or gas 
reservoir to the depth of a stratigra- 
phic horizon known to be productive. 

(12) Service weil. A well drilled or 
completed for the purpose of support- 
ing production in an existing field. 
Specific purposes of service wells in- 
clude gas injection, water injection, 
steam injection, air injection, salt- 
water disposal, water supply for injec- 
tion, observation, or injection for in- 
situ combustion. 

(13) Stratigraphic test weil. A drill- 
ing. effort, geologically directed, to 
obtain information pertaining to a spe- 
cific geologic condition. Such wells 
customarily are drilied without the in- 
tention of being completed for hydro- 
carbon production. This classification 
also includes tests identified as core 
tests and all types of expendable holes 
related to hydrocarbon exploration. 
Stratigraphic test wells are classified 
as (i) “exploratory-type,” if not drilled 
in a proved area, or (ii) “development- 
type,” if drilled in a proved area. 

(b) Costs to be capitalized if the suc- 
cessful efforts method of accounting is 
Soilowed. The costs of the following 
assets involved in oil and gas produc- 
ing activities are to be capitalized 
when incurred: 

(1) Mineral interests in properties. 
Including (i) fee ownership or a lease, 
concession, or other interest represent- 
ing the right to extract oil or gas sub- 
ject to such terms as may be imposed 
by the conveyance of that interest; (ii) 
royalty interests, production payments 
payable in oil or gas, and other nonop- 
erating interests in properties operat- 
ed by other; and (iii) those agreements 
with foreign governments or authori- 
ties under which a reporting entity 
participates in the operation of the re- 
lated properties or otherwise serves as 
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“producer” of the underlying reserves 
(as opposed to being an independent 
purchaser, broker, dealer, or import- 
er). Properties do not include other 
supply agreements or contracts that 
represent the right to purchase, 
rather than extract, oil and gas. 

(2) Wells and related equipment and 
facilities. Including: (i) Costs incurred 
to drill and equip those exploratory 
wells and exploratory-type stratigra- 
phic test wells that have found proved 
reserves and (ii) development costs, 
i.e., costs incurred to obtain access to 
proved reserves and provide facilities 
for extracting, treating, gathering, and 
storing the oil and gas, including the 
drilling and equipping of development 
welis and development-type stratigra- 
phic test wells (whether those wells 
are successful or unsuccessful) and 
service wells. 

(3) Support equipment and facilities 
used in oil and gas producing activi- 
ties. Items such as seismic equipment, 
drilling equipment, construction and 
grading equipment, vehicles, repair 
shops, warehouses, supply points, 
camps, and division, district, or ficld 
offices. 

(4) Uncompleted wells, equipment 
and facilities. Including costs incurred 
to: (i) Drill and equip wells that are 
not yet completed and (ii) acquire or 
construct equipment and facilities 
that are not yet completed and in- 
stalled. 

(c) Assessment of unproved proper- 
ties if the successful efforts method of 
accounting is followed. Unproved 
properties shall be assessed periodical- 
ly to determine whether they have 
been impaired. A property would 
likely be impaired, for example, if a 
ary hole has been drilled on it and the 
enterprise has no firm plans to contin- 
ue drilling. Also, the likelihood of par- 
tial or total impairment of a property 
increases as the expiration of the lease 
term approaches if drilling activity 
has not commenced on the proverty or 
on nearby properties. Information 
that becomes available after the end 
of the period covered by the financial 
statenrents but before those financial 
statements are issued shall be taken 
into account in evaluating conditions 
that existed at the balance sheet date. 

(1) If the results of the assessment 
indicate impairment, a loss shall be 
recognized by providing a valuation 
allowance. Impairment of individual 
unproved properties whose acquisition 
costs are relatively significant shall be 
assessed on a_ property-by-property 
basis, and an indicated loss shall be 
recognized by providing a valuation 
allowance. When a reporting entity 
has a relatively large number of un- 
proved properties whose acquisition 
costs are not individually significant, it 
may not be practical to assess impair- 
ment on a property-by-property basis, 
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in which case the amount of loss to be 
recognized and the amount of the val- 
uation allowance needed to provide for 
impairment of those properties shall 


be determined by amortizing those - 


properties, either in the aggregate or 
by groups, on the basis of the experi- 
ence of the entity in similar situations 
and other information about such fac- 
tors as the primarly lease term of 
those properties, the average holding 
period of unproved properties, and the 
relative proportion of such properties 
on which proved reserves have been 
found in the past. 

(2) A property shall be reclassified 
from unproved properties to proved 
properties when proved reserves are 
discovered on or otherwise attributed 
to the property. Occasionally, a single 
property such as a foreign lease or 
concession covers so vast an area that 
only the portion of the property to 
which the proved reserves relate—de- 
termined on the basis of geological 
structural features or stratigraphic 
conditions—should be __ reclassified 
from unproved to proved. For a prop- 
erty whose impairment has been as- 
sessed individually, the net carrying 
amount (acquisition cost minus valua- 
tion allowance) shall be reclassified to 
proved properties; for properties amor- 
tized by providing a valuation 
allowance on a group basis, the gross 
acquisition cost shall be reclassified. 

(d) Surrender or abandonment of 
properties if the successful efforts 
method of accounting is followed. 
When an unproved. property is surren- 
dered, abandoned, or otherwise 
deemed worthless, capitalized acquisi- 
tion costs relating thereto shall be 
charged against the related allowance 
for impairment to the extent an 
allowance has been provided; if the 
allowance previously provided is inad- 
equate, a loss shall be recognized. Nor- 
mally, no gain or loss shall be recog- 
nized if only an individual well or indi- 
vidual item of equipment is abandoned 
or retired or if only a single lease or 
other part of a group of proved prop- 
erties constituting the amortization 
base is abandoned or retired as long as 
the remainder of the property or 
group of properties continues to pro- 
duce oil or gas. Instead, the asset 
being abandoned or retired shall be 
deemed to be fully amortized, and its 
costs shall be charged to accumulated 
depreciation, depletion, or amortiza- 
tion. When the last well on an individ- 
ual property (if that is the amortiza- 
tion base) or group of properties (if 
amortization is determined on the 
basis of an aggregation of properties 
with a common geological structure) 
ceases to produce and the entire prop- 
erty or property group is abandoned, 
gain or loss shall be recognized. Occa- 
sionally, the partial abandonment or 
retirement of a proved property or 
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group of proved properties or the 
abandonment or retirement of wells or 
related equipment or facilities may 
result from a catastrophic event or 
other major abnormality. In those 
cases, a loss shall be recognized at the 
time of abandonment or retirement. 

(e) Amortization of capitalized costs 
if the successful effects method of ac- 
counting is followed. (1) Capitalized 
acquisition costs of proved properties 
shall be amortized using the unit-of- 
production method on the basis of 
total estimated units of proved oil and 
gas reserves. 

(2) Capitalized costs of exploratory 
wells and exploratory-type stratigra- 
phic test wells that have found proved 
reserves and capitalized development 
costs shall be amortized (depreciated) 
using the unit-of-production method 
on the basis of total estimated units of 
proved developed reserves. However, it 
may be more appropriate, in some 
cases, to depreciate natural gas cycling 
and processing plants by a method 
other than the _ unit-of-production 
method. 

(3) Amortization, using the unit-of- 
production method as required by sub- 
paragraphs (1) and (2) of this para- 
graph, may be computed either on a 
property-by-property basis or on the 
basis of some reasonable aggregation 
of properties with a common geologi- 
cal structural feature or stratigraphic 
condition, such as a reservoir or field. 
Capitalized acquisition costs of a rela- 
tively large number of royalty inter- 
ests that are not individually signifi- 
cant may be aggregated without 
regard to commonality of geological 
structural features or stratigraphic 
conditions; if information is not availa- 
ble to estimate reserve quantities ap- 
plicable to royalty interests owned, a 
method other than the unit-of-produc- 
tion method may be used to amortize 
their acquisition costs. If significant 
development costs (such as the cost of 
an offshore production platform) are 
incurred in connection with a planned 
group of development wells before all 
of the planned wells have been drilled, 
it will be necessary to exclude a por- 
tion of those development costs in de- 
termining the unit-of-production am- 
ortization rate until the additional de- 
velopment wells are drilled. Similarly, 
it will be necessary to exclude, in com- 
puting the amortization rate, those 
proved developed reserves that will be 
produced only after significant addi- 
tional development costs are incurred, 
such as for improved recovery systems. 
However, in no case should future de- 
velopment costs be anticipated in com- 
puting the amortization rate. Estimat- 
ed dismantlement and abandonment 
costs and estimated residual salvage 
values shall be taken into account in 
determining amortization and depreci- 
ation rates. For those properties or 


groups of properties containing both 
oil reserves and gas reserves, the units 
of oil and gas used to compute amorti- 
zation shall be converted to a common 
unit of measure on the basis of their 
approximate relative energy content 
(without considering their relative 
sales values). Unit-of-production amor- 
tization rates shall be revised when- 
ever there is an indication of the need 
for revision but at least once a year; 
those revisions shall be accounted for 
prospectively as changes in accounting 
estimates. : 

(f) Costs to be charged to expense. as 
incurred if the successful efforts 
method of accounting is followed. 
Costs incurred in oil and gas producing 
activities other than those described in 
paragraph (b) of this section shall be 
charged to expense. Examples include 
geological and geophysical costs, the 
costs of carrying and retaining undeve- 
loped properties, the costs of drilling 
those exploratory wells and explorato- 
ry-type stratigraphic test wells that do 
not find proved reserves (see para- 
graph (g) of this section), and produc- 
tion costs. 

(g) Accounting for the costs of ex- 
ploratory wells and exploratory-type 
stratigraphic test wells if the success- 
Sul efforts method of accounting is fol- 
lowed. The costs of drilling explorato- 
ry wells and the costs of drilling ex- 
ploratory-type stratigraphic test wells 
shall be capitalized as part of the re- 
porting entity’s uncompleted wells, 
equipment, and facilities pending de- 
termination of whether the well has 
found proved reserves, If the well has 
found proved reserves, the capitalized 
costs of drilling the well shall become 
part of the entity’s wells and related 
equipment and facilities (even though 
the well may not be completed as a 
producing well); if, however, the well 
has not found proved reserves, the 
capitalized costs of drilling the well, 
net of any salvage value, shall be 
charged to expense. The determina- 
tion of whether proved reserves are 
found is usually made on or shortly 
after completion of drilling the well, 
and the capitalized costs shall either 
be charged to expense or be reclassi- 
fied as part of the costs of wells and 
related equipment and facilities at 
that time. Information that becomes 
available after the end of the period 
covered by the financial statements 
but before those financial statements 
are issued shall be taken into account 
in evaluating conditions that existed 
at the balance sheet date. Occasional- 
ly, an exploratory well or an explora- 
tory-type stratigraphic test well may 
be determined to have found oil and 
gas reserves, but classification of those 
reserves as proved cannot be made 
when drilling is completed. In those 
cases, one of the following subpara- 
graphs shall apply: 
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(1) Exploratory wells that find oil 
and gas reserves in an area requiring a 
major capital expenditure, such as a 
trunk pipeline, before production 
could begin. On completion of drilling, 
an exploratory well may be deter- 
mined to have found oil and gas re- 
serves, but classification of those re- 
serves as proved depends on whether a 
major capital expenditure can be justi- 
fied which, in turn, depends on wheth- 
er additional exploratory wells find a 
sufficient quantity of additional re- 
serves. In that case, the cost of drilling 
the exploratory well shall continue to 
be carried as an asset pending determi- 
nation of whether proved reserves 
have been found only as long as both 
of the following conditions are met: (i) 
The well has found a sufficient quanti- 
ty of reserves to justify its completion 
as a producing well if the required cap- 
ital expenditure is made, and (ii) drill- 
ing of the additional exploratory wells 
is under way or firmly planned for the 
near future. Otherwise, the explorato- 
ry well shall be assumed to be im- 
paired, and its costs shall be charged 
to expense. 

(2) All other exploratory wells that 
find oil and gas reserves. In the ab- 
sence of a determination as to whether 
the reserves that have been found can 
be classified as proved, the costs of 
Grilling such an exploratory well shall 
not be carried as an asset for more 
than 1 year following completion of 
drilling. If, after that year has passed, 
a determination that proved reserves 
have been found cannot be made, the 
well shall be assumed to be impaired, 
and its costs shall be charged to ex- 
pense. 

(3) Exploratory-type stratigraphic 
test wells that find oil and gas re- 
serves. On completion of drilling, such 
a@ well may be determined to have 
found oil and gas reserves, but classifi- 
cation of those reserves as proved de- 
pends on whether a major capital ex- 
penditure (usually a production plat- 
form) can be justified which, in turn, 
depends on whether additional explor- 
atory-type stratigraphic test wells find 
a sufficient quantity of additional re- 
serves. In the case, the cost of drilling 
the exploratory-type stratigraphic test 
well shall continue to be carried as an 
asset pending determination of wheth- 
er proved reserves have been found 
only as long as both of the following 
conditions are met: (i) The well has 
found a quantity of reserves that 
would justify its completion for pro- 
duction had if not been simply a stra- 
tigraphic test well, and (ii) drilling of 
the additional exploratory-type strati- 
graphic test wells is under way or 
firmly planned for the near future. 
Otherwise, the exploratory-type strati- 
graphic tests well shall be assumed to 
be impaired, and its costs shall be 
charged to expense. 
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(h) Mineral property conveyances 
and related transactions if the success- 
Sul efforts method of accounting is fol- 
lowed. (1) Certain transactions, some- 
times referred to as conveyances, are 
in substance borrowings repayable in 
cash or its equivalent and shall be ac- 
counted for as borrowings. The follow- 
ing are examples of such transactions: 

(i) Entities seeking supplies of oil or 
gas sometimes made cash advances to 
operators to finance exploration in 
return for the right to purchase oil or 
gas discovered. Funds advanced for ex- 
ploration that are repayable by offset 
against purchases of oil or gas discov- 
ered, or in cash if insufficent oil and 
gas is produced by a specified date, 
shall be accounted for as receivable by 
the lender and as a payable by the op- 
erator. 

dii) Funds advanced to an operator 
that are repayable in cash out of the 
proceeds from a specified share of 
future production of a producing prop- 
erty, until the amount advanced plus 
interest at a specified or determinable 
rate is paid in full, shall be accounted 
for as a borrowing. The advance is a 
payable for the recipient of the cash 
and a receivable for the party making 
the advance. Such transactions, as 
well as those described in subpara- 
graph (5)(i) of this paragraph, are 
commonly referred to as production 
payments. The two types differ in sub- 
stance, however, as explained in sub- 
paragraph (5)i) of this paragraph. 

(2) In the following types of convey- 
ances, gain or loss shall not be recog- 
nized at the time of conveyance: 

(i) A transfer of assets used in oil 
and gas producing activities (including 
both proved and unproved properties) 
in exchange for other assets also used 
in oil and gas producing activities. 

(ii) A pooling of assets in a joint un- 
dertaking intended to find, develop, or 
produce oil or gas from a particular 
property or group of properties. 

(3) In the following types of convey- 
ances, gain shall not be recognized at 
the time of the conveyance: 

di) A part of an interest owned is 
sold and substantial uncertainty exists 
about recovery of the costs applicable 
to the retained interest. 

(ii) A part of an interest owned is 
sold and the seller has a substantial 
Obligation for future performance, 
such as an obligation to drill a well or 
to operate the property without pro- 
portional reimbursement for that por- 
tion of the drilling or operating costs 
applicable to the interest sold. 

(4) If a conveyance is not one of the 
types described in subparagraphs (2) 
and (3) of this paragraph, gain or loss 
shall be recognized unless there are 
other aspects of the transaction that 
would prohibit such recognition under 
accounting principles applicable to en- 
terprises in general. 
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(5) In accordance with subpara- 
graphs (2) through (4) of this para- 
graph, the following types of transac- 
tions shall be accounted for as indicat- 
ed in each example. No attempt has 
been made to include the many vari- 
ations of those arrangements that 
occur, but subparagraphs (2) through 
(4) of this paragraph shall, where ap- 
plicable, determine the accounting for 
those other arrangements as well. 

(i) Some production payments differ 
from those described in subparagraph 
(1Xii) of this paragraph in that the 
seller’s obligation is not expressed in 
monetary terms but as an obligation 
to deliver, free and clear of all ex- 
penses. associated with operation of 
the property, a specified quantity of 
oil or gas to the purchaser out of a 
specified share of future production. 
Such a transaction is a sale of a miner- 
al interest for which gain shall not be 
recognized because the seller has a 
substantial obligation for future per- 
formance. The seller shall account for 
the funds received as unearned reve- 
nue to be recognized as the oil or gas is 
delivered. The purchaser of such a 
production payment has acquired an 
interest in a mineral property that 
shall be recorded at cost and amor- 
tized by the _ unit-of-production 
method as delivery takes place. The 
estimated oil or gas reserves and pro- 
duction data shall be reported, in ac- 
cordance with paragraph (k) of this 
section, as those of the purchaser of 
the production payment and not of 
the seller. 

(ii) An assignment of the operating 
interest in an unproved property with 
retention of a nonoperating interest in 
return for drilling, development, and 
operation by the assignee is a pooling 
of assets in a joint undertaking for 
which the assignor shall not recognize 
gain or loss. The assignor’s cost of the 
original interest shall become the cost 
of the interest retained. The assignee 
shall account for all costs incurred as 
specified by paragraphs (b) through 
(g) of this section and shall allocate 
none of those costs to the mineral in- 
terest acquired. If oil or gas is discov- 
ered, each party shall report its share 
of oi] and gas reserves and production, 
in accordance with paragraph (kK) of 
this section. 

(iii) An assignment of a part of an 
operating interest in an unproved 
property in exchange for a “free well” 
with provision for joint ownership and 
operation is a pooling of assets in a 
joint undertaking by the parties. The 
assignor shall record no cost for the 
obligatory well; the assignee shall 
record no cost for the mineral interest 
acquired. All drilling, development, 
and operating costs incurred by either 
party shall be accounted for as pro- 
vided in paragraphs (b) through (g) of 
this section. If the conveyance agree- 
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ment requires the assignee to incur 
geological or geophysical expenditures 
instead of, or in addition to, a drilling 
obligation, those costs shall likewise be 
accounted for by the assignee as pro- 
vided in paragraphs (b) through (g) of 
this section. If reserves are discovered, 
each party shall report its share of re- 
serves and production, in accordance 
with paragraph (k) of this section. 

(iv) A part of an operating interest 
in an unproved property may be as- 
signed to effect an arrangement called 
a “carried interest,” whereby the as- 
signee (the carrying party) agrees to 
defray all costs of drilling, developing, 
and operating the property and is enti- 
tled to all of the revenue from produc- 
tion from the property, excluding any 
third party interest, until all of the as- 
signee’s costs have been recovered, 
after which the assignor will share in 
both costs and production. Such an ar- 
rangement represents a pooling of 
assets in a joint undertaking by the as- 
signor and assignee. The carried party 
shall make no accounting for any costs 
and revenue until after recoupment 
(payout) of the carried costs by the 
carrying party. Subsequent to payout 
the carried party shall account for its 
share of revenue, operating expenses, 
and (if the agreement provides for 
subsequent sharing of costs rather 
than a carried interest) subsequent de- 
velopment costs. During the payout 
period the carrying party shall record 
all costs, including those carried, as 
provided in paragraphs (b) through (g) 
of this section, and shall record all rev- 
enue from the property including that 
applicable to the recovery of costs car- 
ried. The carried party shall report as 
oil or gas reserves, in accordance with 
paragraph (k) of this section, only its 
share of proved reserves estimated to 
remain after payout, and unit-of-pro- 
duction amortization of the carried 
party’s property costs shall not com- 
mence prior to payout. Prior to payout 
the carrying party’s reserve estimates 
and production data, reported in ac- 
cordance with paragraph (k) of this 
section, shail include the quantities 
applicable to recoupment of the car- 
ried costs. 

(v) A part of an operating interest 
owned may be exchanged for a part of 
an operating interest owned by an- 
other party. The purpose of such an 
arrangement, commonly called a joint 
venture in the oil and gas industry, 
often is to avoid duplication of facili- 
ties, diversify risks, and achieve oper- 
ating efficiencies. Such reciprocal con- 
veyances represent exchanges of simi- 
lar productive assets, and no gain or 
loss shail be recognized by either 
party at the time of the transaction. 
In some joint ventures, which may or 
may not involve an exchange of inter- 
ests, the parties may share different 
elements of costs in different propor- 
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tions. In such an arrangement a party 
may acquire an interest in a property 
or in wells and related equipment that 
is disproportionate to the share of 
costs borne by it. As in the case of a 
carried interest or a free well, each 
party shall account for its own cost 
under the provisions of this section. 
No gain shall be recognized for the ac- 
quisition of an interest in joint assets, 
the cost of which may have been paid 
in whole or in part by another party. 

(vi) In a unitization, all of the oper- 
ating and nonoperaiing participants 
pool their assets in a producing area 
(normally a field) to form a single unit 
and in return receive an undivided in- 
terest (of the same type as previously 
held) in that unit. Unitizations gener- 
ally are undertaken to obtain operat- 
ing efficiencies and to enhance recov- 
ery of reserves, often through im- 
proved recovery operations. Participa- 
tion in the unit is generally propor- 
tionate to the oil and gas reserves con- 
tributed by each. Because the proper- 
ties may be in different stages of de- 
velopment at the time of unitization, 
some participants may pay cash and 
others may receive cash to equalize 
contributions of wells and related 
equipment and facilities with the own- 
ership interests in reserves. In those 
circumstances, cash paid by a partici- 
pant shall be recorded as an additional 
investment in wells and related equip- 
ment and facilities, and cash received 
by a participant shall be recorded as a 
recovery of cost. The cost of the assets 
contributed plus or minus cash paid or 
received is the cost of the participant’s 
undivided interest in the assets of the 
unit. Each participant shall include its 
interest in reporting reserve estimates 
and production data. 

(vii) If the entire interest in an un- 
proved property is sold for cash or 
cash equivalent, recognition of gain or 
loss depends on whether, in applying 
paragraph (c) of this section, impair- 
ment had been assessed for that prop- 
erty individually, or by amortizing 
that property as part of a group. If im- 
pairment was assessed individually, 
gain or loss shall be recognized. For a 
property amortized by providing a val- 
uation allowance on a group basis, nei- 
ther gain nor loss shall be recognized 
when an unproved property is sold 
unless the sales price exceeds the 
original cost of the property, in which 
case gain shall be recognized in the 
amount of such excess. 

(viii) If a part of the interest in an 
unproved property is sold, even 
though for cash or cash equivalent, 
substantial uncertainty usually exists 
as to recovery of the cost applicable to 


the interest retained. Consequently, 


the amount received shall be treated 
as a recovery of cost. However, if the 
sales price exceeds the carrying 
amount of a property whose impair- 


ment has been assessed individually in 
accordance with paragraph (c) of this 
section, or exceeds the original cost of 
a property amortized by providing a 
valuation allowance on a group basis, 
gain shall be recognized in the amount 
of such excess. 

(ix) The sale of an entire interest in 
a proved property that constitutes a 
separate amortization base is not one 
of the types of conveyances described 
in paragraphs (h)(2) and (h)(3) of this 
section. The difference between the 
amount of sales proceeds and the una- 
mortized cost shall be recognized as a 
gain or loss. 

(x) The sale of a part of a proved 
property, or of an entire proved prop- 
erty constituting a part of an amorti- 
zation base, shall be accounted for as 
the sale of an asset, and a gain or loss 
shall be recognized, since it is not one 
of the conveyances described in para- 
graphs (h)(2) and (h)X3) of this sec- 
tion. The unamortized cost of the 
property or group of properties, a part 
of which was sold, shall be appor- 
tioned to the interest sold and the in- 
terest retained on the basis of the fair 
values of those interests. However, the 
sale may be accounted for as a normal 
retirement under the provisions of 
paragraph (d) of this section with no 
gain or loss recognized if doing so does 


’ not significantly affect the unit-of-pro- 


duction amortization rate. 

(xi) The sale of the operating inter- 
est in a proved property for cash with 
retention of a nonoperating interest is 
not one of the types of conveyances 
described in paragraphs (h)(2) and 
(hX(3) of this section. Accordingly, it 
shall be accounted for as the sale of an 
asset, and any gain or loss shall be rec- 
ognized. The Seller shall allocate the 
cost of proved property to the operat- 
ing interest sold and the nonoperating 
interest retained on the basis of the 
fair values of those interests. 

(xii) The sale of a proved property 
subject to a retained production pay- 
ment that is expressed as a fixed sum 
of money payable only from a speci- 
fied share of production from that 
property, with the purchaser of. the 
property obligated to incur the future 
costs of operating the property, shall 
be accounted for as follows: If satisfac- 
tion of the retained production pay- 
ment is reasonably assured, the seller 
of the property, who retained the pro- 
duction payment, shall record the 
transaction as a sale, with recognition 
of any resulting gain or loss. The re- 
tained production payment shall be re- 
corded as a receivable. The purchaser 
shall record as the cost of the assets 
acquired the cash consideration paid 
plus the present value of the retained 
production payment, which shall be 
recorded as a payable. The oil and gas 
reserve estimates and production data, 
including those applicable to liquida- 


FEDERAL REGISTER, VOL. 43, NO. 177—TUESDAY, SEPTEMBER 12, 1978 





tion of the retained production pay- 
ment, shall be reported by the pur- 
chaser of the property. If satisfaction 
of the retained production payment is 
not reasonably assured, the transac- 
tion is in substance a sale with reten- 
tion of an overriding royalty that shall 
be accounted for in accordance with 
subparagraph (5)(xi) of this para- 
graph. 

(xiii) The sale of a proved property 
subject to a retained production pay- 
ment that is expressed as a right to a 
specified quantity of oil or gas out of a 
specified share of future production 
shall be accounted for in accordance 
with subparagraph (5)(xi) of this para- 
graph. 

di) Application of the full cost 
method of accounting. (Provisions of 
this paragraph have been proposed for 
public comment in Release No. 33- 
5968, dated August 31, 1978.) 

(j) Income taxes. Comprehensive in- 
terperiod income tax allocation by the 
deferred method shall be followed for 
intangible drilling and development 
costs and other costs incurred that 
enter into the determination of tax- 
able income and pretax accounting 
income in different periods. The 
excess of statutory depletion over cost 
depletion for income tax purposes 
shall be accounted for as a permanent 
difference in the period in which the 
excess is deducted for income tax pur- 


poses. 
(k) Disclosure of quantities of proved 


oil and gas reserves and historical fi- 
nancial data. The following data shall 
be disclosed in the body of the finan- 
cial statements, in the notes thereto, 
or in a separate schedule or other 
presentation that is an integral part of 
the financial statements. 

(1) Disclosure of method of account- 
ing. The reporting entity shall disclose 
on the face of its balance sheet that it 
is adhering to the successful efforts 
method of accounting or the full cost 
method of accounting. 

(2) Disclosure of capitalized costs. 
The aggregate amount of capitalized 
costs relating to oil and gas producing 
activities and the aggregate amount of 
the related accumulated depreciations, 


depletion, amortization, and valuation ° 


allowances shall be reported as of the 
end of each period for which a balance 
sheet is presented, with separate pres- 
entation for each geographic area for 
which quantities of proved reserves 
are presented in accordance with para- 
graph (k)(5) of this section. If the cap- 
italized costs of unproved properties 
are significant, aggregate amounts 
shall be reported separately for cap- 
italized costs related to unproved 
properties and capitalized costs related 
to proved properties. Capitalized costs 
of support equipment and facilities 
may be disclosed separately or includ- 
ed, as appropriate, with capitalized 
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costs of proved and unproved proper- 
ties. 

(3) Disclosure of costs incurred in oil 
and gas producing activities. The fi- 
nancial statements shall disclose the 
amounts of each of the following 
types of costs for each year for which 
an income statement is required 
(whether those costs are capitalized or 
charged to expense at the time they 
are incurred): (i) Property acquisition 
costs (disclose separately the costs of 
acquiring proved properties, if signifi- 
cant); (ii) Exploration costs; (iii) De- 
velopment costs; and (iv) Production 
(ifting) costs. 

Exploration, development, and pro- 
duction costs include depreciation of 
support equipment and facilities used 
in those activities rather than the ex- 
penditures to acquire support equip- 
ment and facilities. Production (lift- 
ing) costs do not include depreciation, 
depletion, and amortization of capital- 
ized acquisition, exploration, and de- 
velopment. costs. If some or all of 
those costs are incurred in foreign 
countries, the amounts shall be dis- 
closed separately for each of the geo- 
graphic areas for which reserve quan- 
tities are disclosed in accordance with 
paragraph (k}(5) of this section and 
for any other foreign geographic area 
in which: significant costs have been 
incurred without discovery of signifi- 
cant proved reserves. Also, disclose de- 
preciation, depletion, amortization, 
and valuation provisions relating to oil 
and gas producing activities, presented 
separately for each of these geograph- 
ic areas. If the reporting entity’s share 
of the oi] and gas reserves of its inves- 
tee companies accounted for by the 
equity method is reported in conform- 
ity with paragraph (k)(5) of this sec- 
tion, disclosure shall also be made of 
the investor’s share of its investee’s 
capitalized costs and costs incurred in 
oil and gas producing activities. 

(4) Revenues from producing oii and 
gas. (i) For each full fiscal year for 
which an income statement is re- 
quired, disclose, for each geographic 
area for which reserve quantities are 


disclosed in accordance with para-: 


graph (k)(5) of this section, the net 
revenues from oil and gas production 
related to each of the following, if sig- 
nificant: (A) Proved developed oil and 
gas reserves, (B) reserves applicable to 
long-term supply or similar agree- 
ments with foreign governments in 
which the entity acts as producer (see 
paragraph (k)(5) of this section), and 
(C) the entity’s proportional interest 
in reserves of investees accounted for 
by the equity method. 

(ii) Net revenues shall be computed 
by subtracting production costs from 
gross revenues that are determined in 
accordance with the provisions of this 
subparagraph, as presented below. 
The following accounting practices 
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shall be applied in determining gross 
revenues from sales or transfers of 
production of oil and gas: 

(A) Sales to unaffiliated entities 
shall be included in gross revenues at 
the amount received in sales transac- 
tions attributable to net working inter- 
ests, royalty interests, oil payments in- 
terests (see paragraph (h) of this sec- 
tion), net profits interests, etc., of the 
reporting entity. Production or sever- 
ance taxes should not be deducted in 
determining gross revenues. Royalty 
payments and net profits disburse- 
ments should be excluded from gross 
revenues. : 

(B) Sales and transfers to unconsoli- 
dated affiliated persons and to other 
operations (such as refineries, chemi- 
cal plants, etc.) of the reporting entity 
shall be separately disclosed and ac- 
counted for in the same manner as de- 
scribed in paragraph (k)(4)(ii)(A) of 
this section except that such sales and 
transfers shall be valued at estimated 
market prices based on the prices of 
comparable products using posted 
field prices, if applicable, or amounts 
estimated to represent prices equiva- 
lent to those that could be obtained in 
a competitive arm’s-length market en- 
vironment, giving recognition to trans- 
portation costs, quality differences, 
and arrangements with and regulation 
of governments. ; 

(5) Disclosure of estimated quanti- 
ties of proved oil and gas reserves. Net 
quantities of proved reserves and 
proved developed reserves of crude oil 
(including condensate and natural gas 
liquids) and natural gas shall be re- 
ported as of the beginning and the end 
of each full fiscal year for which an 
income statement is required. “Net” 
quantities of reserves include those re- 
lating to the operating and nonopera- 
ting interests in properties as defined 
in paragraph (b)(1) of this section. 
Quantities of reserves relating to roy- 
alty interests owned shall be included 
in “net” quantities if the necessary in- 
formation is available; if reserves re- 
lating to royalty interests owned are 
not included because the information 
is unavailable, that fact and the re- 
porting entity’s share of oil and gas 
produced for those royalty interests 
shall be reported for each year for 
which a complete set of financial 
statements is presented. “Net” quanti- 
ties shall not include reserves relating 
to interests of others in properties 
owned by the reporting entity. 

(i) Changes in the net quantities of 
proved reserves of oil and gas during 
each full fiscal year for which an 
income statement is required shall be 
reported. Changes resulting from each 
of the following shall be shown sepa- 
rately, with appropriate explanation 
of significant changes: 

(A) Revisions of previous estimates. 
Revisions represent changes in previ- 
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ous estimates of proved reserves, 
either upward or downward, resulting 
from new information (except for an 
increase in proved acreage) normally 
obtained from development drilling 
and production history or resuiting 
from a change in economic factors. 

(B) Improved recovery. Changes in 
reserve estimates resulting from appli- 
cation of improved recovery tech- 
niques shall be separately shown if sig- 
nificant. If not significant, such 
changes shall be included in revisions 
of previous estimates. 

(C) Purchases of minerals-in-place. 

(D) Extension, discoveries, and other 
additions. Additions to proved re- 
serves that result from extension of 
the proved acreage of previously dis- 
covered (old) reservoirs through addi- 
tional drilling in periods subsequent to 
discovery and discovery of new fields 
with proved reserves or of new reser- 
voirs of proved reserves in old fields. 

(E) Production. 

(F) Sales of minerals-in-place. (ii) If 
the reporting entity’s proved reserves 
of oil and gas are located entirely 
within its home country, that fact 
shall be disclosed. If some or all of its 
reserves are located in foreign coun- 
tries, the disclosures of net quantities 
of reserves of oil and gas and changes 
in them (as required above) shall be 
separately reported for the entity’s 
home country (if significant reserves 
are located there) and each foreign ge- 
ographic area in which significant re- 
serves are located. Foreign geographic 
areas are. individual countries or 
groups of countries, as appropriate, 
for meaningful disclosure in the cir- 
cumstances, 

(iii) Net quantities disclosed shall 
not include oil or gas subject to pur- 
chase under long-term supply, pur- 
chase, or similar agreements and con- 
tracts, ii.cluding such agreements with 
foreign governments or authorities. 
However, quantities of oil and gas sub- 
ject. to such agreements with foreign 
governments or authorities as of the 
end of each full fiscal year for which 
an income statement is required, and 
the net quantity of oil or gas received 
under the agreements during each 
such year, shall be separately dis- 
closed if the reporting entity partici- 
pates in the operation of the proper- 
ties in which the oil or gas is located 
or otherwise serves as the “producer” 
of those reserves, as opposed, for ex- 
ample, to being an independent pur- 
chaser, broker, dealer, or importer. 

(iv) In determining the reserve quan- 
tities to be reported: (A) If consolidat- 
ed financial statements are issued, 100 
percent of the net reserve quantities 
attributable to the parent company 
and 100 percent of the net reserve 
quantities attributable to its consoli- 
dated subsidiaries (whether or not 
wholly owned) shall be included. . 
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(B) If the financial statements in- 
clude investments that are proportion- 
ately consolidated, reserve quantities 
shall include a proportionate share of 
the investee’s net oil and gas reserves. 

(C) If the financial statements in- 
clude investments that are accounted 
for by the equity method, the inves- 
tee’s net proved oil and gas reserves 
shall not be included in the disciosures 
of reserves. However, the reporting en- 
tity’s. share of the investee’s net 
proved oil and gas reserves shall be 
separately reported as of the end of 
each full fiscal year for which an 
income statement is required. 

(v) If important economic factors or 
significant uncertainties affect partic- 
ular components of proved reserves, 
explanations shall be provided. Exam- 
ples include unusually high expected 
development or lifting costs; the neces- 
sity to build a major pipeline or other 
major facilities before production of 
the reserves can begin; or contractual 
obligations to produce and sell a sig- 
nificant portion of reserves at prices 
that are substantially below those at 
which the oil and gas could otherwise 
be sold in the absence of the contrac- 
tual obligation. ; " 

(6) Disclosure of future net revenues 
from estimated production of proved 
oil and gas reserves. In conjunction 
with the disclosure of changes in net 
quantities of estimated proved re- 
serves of crude oil (including conden- 
sate and natural gas liquids) and natu- 
ral gas as required by paragraph (k)(5) 
of this section, the following informa- 
tion shall be disclosed in financial 
statements for each geographic classi- 
fication for which quantities of oil and 
gas are disclosed: 

(i) For each of the following catego- 
ries: (A) Proved oil and gas reserves, 
(B) proved developed oil and gas re- 
serves, (C) proved oil and gas reserves 
applicable to long-term supply or simi- 
lar agreements with foreign govern- 
ments in which the entity acts as pro- 
ducer, and (D) the entity’s share of 
proved oil and gas reserves of investees 
accounted for by the equity method, 
an amount (the “Estimated Future 
Net Revenues’), in the aggregate, 
computed by applying current prices 
of oil and gas to estimated future pro- 
duction of proved oil and gas reserves 
as of the date of the latest balance 
sheet presented, less estimated future 
expenditures (based on current costs) 
to be incurred in developing and pro- 
ducing the proved reserves, and assum- 
ing continuation of existing economic 
conditions. Present separately the 
amounts applicable to each of the first 
3 succeeding fiscal years, and the re- 
mainder in a single amount. Indicate 
the basis used to compute current 
prices and current costs. 

(ii) The present vaue of the Estimat- 
ed Future Net Revenues (the “Present 


Value of Estimated Future Net Rev- 
enues”), as of the end of each full 
fiscal year for which an income state- 
ment is required, computed using the 
Estimated Future Net Revenues and a 
discount factor of 10 percent. In addi- 
tion, disclose the portions of the Pres- 
ent Value of Estimated Future Net 
Revenues, at such balance sheet dates, 
attributable to each of the following 
components of proved oil and gas re- 
serves: (A) Proved reserves added in 
years prior to the current year; and 
(B) proved reserves added during the 
current year, with amounts attributa- 
ble to application of improved recov- 
ery techiques or purchases of reserves 
in-place disclosed separately, if signifi- 
cant (which in this case shall general- 
ly be considered to be amounts greater 
than 10 percent of total proved re- 
serves added during the current year). 

(iii) The Present Value of Estimated 
Future Net Revenues, computed as set 
forth at (k)(6)i) above, attributable to 
each of the following, stated separate- 
ly: (A) Proved developed reserves of oil 
and gas, (B) proved reserves of oil and 
gas applicable to long-term supply 
agreements with foreign governments 
in which the company acts as produc- 
er, and (C) the entity’s share of proved 
reserves of oil and gas of investees ac- 
counted for by the equity method. 

(iv) Any additional information of 
which management is aware and 
which it believes is necessary to pre- 
vent the above information from being 
misleading. 

(v) Information relating to the dis- 
closure of future net revenues from es- 
timated production of proved oil and 
gas reserves pursuant or supplemental 
to the requirements of this section 
shall be deemed not to be an untrue 
statement of a material fact; a state- 
ment false or misleading with respect 
to any material fact; an omission to 
state a material fact necessary to 
make a statement not misleading; or 
the employment of a manipulative, de- 
ceptive, or fraudulent device, contriv- 
ance, scheme, transaction, act, prac- 
tice, course of business or an artifice 
to defraud; as those terms are used in 
the Securities Act of 1933, the Securi- 
ties Exchange Act of 1934, or the 
Public Utility Holding Company Act 
of 1935, or rules and regulations there- 
under, unless such information: (A) 
Was prepared without a reasonable 
basis; or (B) was disclosed other than 
in good faith. 

These amendments are adopted pur- 
suant to authority in sections 6, 7, 8, 
10, and 19(a) (15 U.S.C. 77f, 77g, TTh, 
77Tji, T7s) of the Securities Act of 1933; 
sections 12, 13, 15(d), and 23(a) (15 
U.S.C. 781, 78m, 780(d), 78w) of the Se- 
curities Exchange Act of 1934; sections 
5(b), 14, and 20(a) (15 U.S.C. 79e, 79n, 
79t) of the Public Utility Holding 
Company Act of 1935; sections 8, 30, 
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31(c), and 38(a) (15 U.S.C: 80a-8, 80a- 
29, 80a-30(c), 80a-37(a)) of the Invest- 
ment Company Act of 1940; and sec- 
tion 503 (42 U.S.C. 6383) of the Energy — 
Policy and Conservation Act of 1975. 

Pursuant. to section 23(a)(2) of the 
Securities Exchange Act, the Commis- 
sion has considered the impact that 
these rules might have on competition 
and has concluded that, to the extent 
the rules.impose burdens on competi- 
tion, such burdens are necessary and 
appropriate in furtherance of the pur- 
poses of the securities laws. 


By the Commission. 
GEORGE A. FITZSIMMONS, 
Secretary. 
Avcust 31, 1978. 
{FR Doc. 78-25575 Filed 9-11-78; 8:45 am] 


FEDERAL REGISTER, VOL. 43, NO. 177—TUESDAY, SEPTEMBER 12, 1978 





40720 


[8010-01] 


SECURITIES AND EXCHANGE 
COMMISSION 


{17 CFR Part 229] 


(Release Nos. 33-5967; 34-15109; 35-20691; 
iC-10385; File No. ST-752] 


DISCLOSURE OF Oil AND GAS RESERVES AND 
OPERATIONS 


Proposed Amendments to Regulation $-K 


AGENCY: Securities and Exchange 
Commission. 


ACTION: Proposed rulemaking. 


SUMMARY: The Commission pro- 
poses to amend its disclosure require- 
ments relating to oil and gas reserves. 
The proposed amendments would 
revise the disclosure by oil and gas en- 
terprises in certain registration state- 
ments, periodic reports, and proxy and 
information statements filed with the 
Commission under the Securities Act 
of 1933 and the Securities Exchange 
Act of 1934 to require disclosure of 
proved reserves for each of the last 5 
years, of any favorable or adverse 
event since the end of the most recent 
fiscal year, and of the present value of 
future net revenues from estimated 
production of proved oil and gas re- 
serves. In addition, the proposed 
amendments would specify disclosures 
based upon definitions of “proved re- 
serves” as adopted in regulation S-X 
in order to obtain consistency in lan- 
guage with the definitions published 
by the Department of Energy in form 
EIA-23. 


DATE: Comments should be submit- 
ted on or before October 15, 1978. 


ADDRESS: Comments should be sub- 
mitted in triplicate to George A. Fitz- 
simmons, Secretary, Securities and Ex- 
changed Commission, 500 North Cap- 
itol Street, Washington, D.C. 20549. 
Comment letters should refer to file 
No. S7-752. All comments received will 
be available for public inspection and 
copying in the Commission’s Public 
Reference Room, 1100 L Street NW., 
Washington, D.C. 20549. 


FOR FURTHER INFORMATION 
CONTACT: 


Richard Smith, Office of Engineer- 
ing, 202-376-2391; J. Rowland Cook, 
Office of Disclosure Policy and Pro- 
ceedings, 202-755-1750; Joseph H. 
Schmitt, Division of Corporation Fi- 
nance, 202-376-2380; or James L. 
Russell, Office of the Chief Accoun- 
tant, 202-755-0222. 


SUPPLEMENTARY INFORMATION: 
The Securities and Exchange Commis- 
sion is publishing for comment pro- 
posed amendments to the Commis- 
sion’s disclosure requirements relating 
to oil and gas reserves. This release is 
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being published in conjunction with a 
separate release adopting rules relat- 
ing to financial accounting for oil and 
gas producing activities.‘ If adopted, 
these proposed amendments would 
revise the existing disclosure require- 
ments for oil and gas reserves. 


BACKGROUND 


In release No. 33-5966 the Commis- 
sion adopted amendments to regula- 
tion S-X, a regulation which pre- 
scribes the form and content of finan- 
cial statements included in documents 
filed under the Federal securities laws. 
Those rules also appiy in the prepara- 
tion of accounts by persons engaged, 
in whole or in part, in the production 
of crude oil or natural gas in the 
United States for purposes of filing 
with the Department of Energy 
(“DOE”) reports of energy informa- 
tion that are subject to the require- 
ments of the Energy Policy and Con- 
servation Act of 1975, 89 Stat. 871 
(“EPCA”). In addition, regulation S- 
K, sets forth certain disclosure re- 
quirements applicable to documents 
filed under the Securities Act of 1933 
(“Securities Act”) (15 U.S.C. 77a et 
seq., as amended by Pub. L. 94-29 
(June 4, 1975)) and the Securities Ex- 
change Act of 1934 (“Exchange Act’’) 
(15 U.S.C. 78a et seq., as amended by 
Pub. L. 94-29 (June 4, 1975)). 


Basis FOR PROPOSED AMENDMENTS 


In connection with the adoption of 
the amendments to regulation S-X re- 
lating to oil and gas activities,” the 
Commission has also reexamined the 
nonaccounting disclosure  require- 
ments of oil and gas enterprises to de- 
termine whether any new or amended 
rules or guidelines were necessary for 
the disclosure to be made in registra- 
tion statements and reports. Present- 
ly, where oil and gas operations are 
material to the registrant’s business 
operations or financial position, disclo- 
sure is required pursuant to item 2(b) 
of regulation S-K.* The following dis- 
cussion summarizes the proposed 
amendments and generally compares 
them with the present item 2 of regu- 
lation S-K. 


‘Release No, 33-5966 (Aug. 31, 1978) (ap- 
pearing in this same separate part). 
21d. 


3See, release No. 33-5706 (May 12, 1976) 
(41 FR 21764) announcing the adoption of 
amendments to forms S-1 and S-7 and of 
publication of an amendment te guide 28 of 
the guides for the preparation and filing of 
registration statements under the Securities 
Act of. 1933, and the adoption of amend- 
ments to forms 10 and 10-K and of publica- 
tion of amendments to guide 2 of the guides 
for the preparation and filing of reports and 
proxy and registration statements under the 
Securities Exchange Act of 1934 relating to 
the disclosure of estimates of oil and gas re- 
serves. See also, release No. 33-5893 (Dec. 
23, 1977) (42 FR 65554) incorporating the 
disclosure required by release No. 33-5706 
with regulation S-K. 


ITEM 2(@)—INSTRUCTION 3 


If individual properties are of major 
significance to an industry segment of 
an extractive enterprise, instruction 3 
presently requires, among other 
things, more detailed information of 
“significant geological structures and 
formations.” The Commission feels 
this terminology may be unduly re- 
strictive and that more useful infor- 
mation may be obtained if the discus- 
sion included any “significant geologi- 
cal data.” 


ITEM 2(4)—INSTRUCTION 4 


The first sentence of instruction 4 is 
an amendment of the existing last sen- 
tence of instruction 3 of item 2(a). The 
proposed amendment requires the reg- 
istrant under certain conditions to 
contact the Commission’s Office of 
Engineering in order to determine 
what documents, if any, should be sup- 
plied as supplemental information. 
Such consultations would heip elimi- 
nate imcomplete or unnecessary docu- 
ments being furnished to the engineer- 
ing staff. The amended language of 
this sentence also states that it is inap- 
propriate to file such information as 
part of or as an exhibit to the docu- 
ment. 

The remainder of instruction 4 is 
new. It proposes that where certain in- 
formation is or will be based on esti- 
mates proposed or reviewed by inde- 
pendent consultants, those independ- 
ent consultants should be named in 
the report or registration statement 
and a letter from those consultants 
should be included in the document. 
The instruction also specifies what in- 
formation should be contained in the 
letter. The provisions of this instruc- 
tion generally follow the present prac- 
tices of many registrants; the present 
value data is intended to complement 
the new requirements of regulation S- 
XxX, 


ITEM 2(b)—NOTE 2 


Note 2 is new, but it will only be ef- 
fective for the fiscal year ending after 
December 25, 1978, and on or before 
December 25, 1979. It is intended that 
certain information be provided as 
nonfinancial statement data for such 
fiscal year; thereafter, this informa- 
tion will be required to be disclosed as 
part of the financial statements pursu- 
ant to 17 CFR 210.3-18(k). 

Note 2 proposes disclosure as of the 
end of such fiscal year of capitalized 
costs, costs incurred in oil and gas pro- 
ducing activities, revenues from pro- 
ducing oil and gas, certain estimated 
quantities of proved oil and gas re- 
serves, and information on future net 
revenue from estimated production of 
proved oil and gas reserves. This infor- 
mation will be in lieu of existing para- 
graph (b)(1) of item 2 which only re- 
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quires . disclosure of estimates of 


proved developed and proved undeve- 
loped reserves. 


ITEM 2(b0)(1) 


Proposed item 2(b)(1), which would 
not take effect until the fiscal year 
ending after December 25, 1979, ex- 
pands the present disclosure of para- 
graph (b)(1) to reflect the estimates of 
proved reserves on a 5-year basis 
rather than “as of a reasonably cur- 
rent date.” It should be noted that 
new article 3-18(k)(5) of regulation S- 
X requires disclosure of estimated 
quantities of proved oil and gas re- 
serves as part of the financial state- 
ments. This information would be 
given for each year for which an 
income statement is required, and thus 
would be included for 2 fiscal years for 
a form 10-K and 3 fiscal years for a 
form S-1. The data required by regula- 
tion S-X- would include detailed infor- 
mation about the nature of reserve 
changes from the beginning to the end 
of each of the years. presented. 
Amended paragraph (b)(1) would serve 
as a summary of the information pre- 
sented under article. 3-18(k)(5) and 
would eventually bring the number of 
years presented to 5 in order to serve 
as a comparison with the presentation 
under proposed paragraph (b)(3) of oil 
and gas produced. 

Proposed paragraph (b)(1) also 
would require new disclosure concern- 
ing reserves in the form of the ‘the 
registrant’s share of reserves of inves- 
tees accounted for by the equity 
method.” This new disclosure and the 
_modified disclosure in this paragraph 
of reportable gepgraphic areas has 
been proposed in order to conform 
this paragraph with the requirements 
of article 3-18 of regulation S-X. . 

Proposed paragraph (b)(i)-would re- 
quire disclosure relating to certain ac- 
tions of foreign governments now re- 
quired by instructions 3(a) and 3(c) of 
present item 2(b). However, this pro- 
posed paragraph is modified to require 
that the registrant notify the staff of 
the commission if any foreign govern- 
ment restricts the disclosure of esti- 
mated reserves for properties under 
their governmental] authority. Pres- 
ently, the registrant need not disclose 
such estimates. The commission has 
included this provision as a means of 
monitoring those instances in which 
data is not dislcosed due to the restric- 
tion of a foreign government. The 
Commission believes registrants 
should make every reasonable effort 
to disclose such data, and that the use 
of this provision should be as limited 
as possible: 

The definitions of the term “proved 
oil and gas reserves” and various relat- 
ed terms would no longer be located 
under instruction 2 of item 2(b) of reg- 
ulation S-K. Rather, proposed para- 
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graph (b)(1) would contain a cross-ref- 
erence to these definitions which are 
now located in article 3-18(a) of regu- 
lation S-X.‘ These definitions have 
been. patterned after those published 
by the Department of Energy in form 
EIA-23.5 

A new requirement proposed by 
paragraph (b)(1) is the disclosure of 
the present value of estimated future 
net revenues for each of the net quan- 
tities of reserves presented. This infor- 
mation is consistent with the require- 
ments of article 3-18(k)(6) of regula- 
tion S-X. 

The proposed instruction to (b)(1) is 
new. It would require management to 
make a statement in the documents, if 
true, that no significant change in the 
proved reserves has occurred since the 
end of the most recent fiscal year. 
However, if a significant change has 
occurred in the proved reserves, the 
event which caused such change would 
be discussed as well as disclosure of 
the proved reserves associated with 
such event. It is intended that the re- 
serve information be updated only 
during any fiscal year when manage- 
ment knows of an event which would 
materially affect estimated quantities 
of proved reserves. The Commission 
feels that this method of “updating” 
reserve information would not subject 
the registrant to the costs and burdens 
of compiling complete, interim engi- 
neering and reserve estimates. 


ITEM 2(b)(2) 


Proposed paragraph (b)(2) contains 
substantially the same disclosure pres- 
ently required by paragraph (b)(5) and 
instruction 7 of item 2. 


ITEM 2(0)(3) 


Proposed paragraph (b)(3) contains 
substantially the same disclosure pres- 
ently required by paragraph (b)(2) and 
instruction 4 to item 2 except that it is 
proposed that the net quantities of oil, 
condensate and natural gas liquids 
produced would be combined. Present- 
ly, production of oil, condensate and 
natural gas liquids is shown separate- 
ly. The purpose of this revision is to 
conform the disclosure of this para- 
graph with article 3-18(k) of regula- 
tion S-X. 

Proposed paragraph (b)(3) would 
also require disclosure -of: (a) The 
average sales price per unit of oil pro- 
duced and of gas produced, (b) the 
average transfer value per unit of oil 
and of gas produced, and (c) the aver- 
age production (lifting cost) per unit 
of production. The disclosure of this 
information would further conform 
this paragraph with the requirements 
of article.3-18 of regulation S-X. 


4See Securities Act Release No. 5966 for a 
discussion of these definitions. 
543 FR 6993. 
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ITEM 2(b)(4) 


Proposed paragraph (b)(4) contains 
substantially the same disclosure pres- 
ently required by paragraph (b)(3) and 
instruction 5 of item 2. 


ITEM 2(b)(5) 


Proposed paragraph (b)(5) contains 
substantially the same disclosure pres- 
ently required by paragraph (b)(6) and 
instruction 8 of item 2. 


ITEM 2(0)(6) 


Proposed paragraph (b)(6) is new. 
The Commission feels that informa- 
tion concerning the number of produc- 
tive and dry wells and the aggregate 
net drilling footage of such wells 
would be useful. It is also proposed 
that such information be furnished on 
the basis of appropriate geographic 
areas. 


ITEM 2(b)(7) 


Proposed paragraph (b)(7) contains 
substantially the same disclosure pres- 
ently required by paragraph (b)(7) and 
instruction 9 of item 2. 


ITEM 2(bD)(8) 


Paragraph (0)(4) presently requires 
disclosure of the availability of oil and 
gas from the present reserve and con- 
tract supplies. Additional disclosure is 
also specified for companies engaged 
in the gathering, transmission, or dis- 
tribution of natural gas pursuant to 
guide 28 under the Securities Act and 
guide 2 under the Exchange Act. 

Proposed paragraph (b}8) would 
revise present paragraph (b)(4) by in- 
corporating certain aspects of guides 
28 and-2 into this paragraph. More- 
over, the proposed revision specifies 
that this information, if material, 
would be required oniy for registrants 
who are obligated to provide oil and 
gas in the future under existing con- 
tracts or agreements. The Commission 
feels that the present provisiens which 
limit the disclosure to companies en- 
gaged in gathering, transmission, or 
distribution of natural gas may not be 
broad enough to identify clearly all 
registrants whose operations necessi- 
tate disclosure of this type. It is ex- 
pected that the information specified 
in proposed item 2(b)(8) can be pre- 
sented in a tabular format which will 
highlight any anticipated shortfalls 
between the registrant’s sources of oil 
and gas and its commitments to fur- 
nish oil and gas. 

If this paragraph is adopted, it is ex- 
pected that guide 28 of the Securities 
Act and guide 2 of the Exchange Act 
would be repealed. 


TEXT OF PROPOSED AMENDMENTS 


The Commission hereby proposes to 
amend item 2 of regulation S-K, 17 
CFR 229.20 to revise instruction 3 and 
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add a new instruction 4 to paragraph 
(a) and to revise paragraph (b) as set 
forth below: 


§ 229.20 Information required 
ment. 


in docu- 


* od « * 


Item 2. Description of property. 

(a) (No change). 

Instruction. 1. (No change). 

2. (No change). 

3. In the case of an extractive enterprise, 
material information should be given as to 
production, reserves, locations, develop- 
ments, and the nature of the registrant’s in- 
terest. If individual properties are of major 
significance to an industry segment, (i) 
more detailed information concering these 
matters should be furnished, including the 
results of development in the area and sig- 
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nificant geological data, if appropriate, and 
(ii) appropriate maps should be used to dis- 
close location data of significant properties 
except in cases for which numerous maps 
would be required. 

4. If the report of an engineer or other 
expert is or will be referred to in the docu- 
ment, the staff of the Office of Engineering 
of the Division of Corporation Finance of 
the Commission should be consulted; that 
office may request that a copy of the full 
report be furnished as supplemental infor- 
mation, and not as part of the filing. If the 
estimates of proved reserves of oil and gas, 
or any estimated value thereof, are repre- 
sented as being based on estimates prepared 
or reviewed by independent consultants, 
those independent consultants should be 
named in the document and a letter from 
such consultants which discloses summary 
information in substantially the following 
format should be included in the document: 


Net proved oil and gas reserve information as of (date) . 





Developed 





‘Undeveloped 
Producing Nonproducing 


Total 





Oil, bbis 





Gas, mcf, 





Estimated present value discounted ' at 10 pct 








‘Estimated maximum productive life —— years. 


The present value should be determined 
in accordance with § 210.3-18(k)(6). If the 
document to be filed is a registration state- 
ment filed under the Securities Act of 1933, 
the letter should also contain the consent of 
the consultant to the use of the information 
in the prospectus and, if applicable, the 
naming of such persons in the prospectus as 
experts. At least one copy of the letter 
shoud be manually signed. 

(b) If oil and gas operations are material 
to the registrant’s and its subsideiaries’ busi- 
ness operations or financial position, dis- 
close the following under appropriate cap- 
tions (in tabular form if practicable, and 
with cross-references, where applicable, to 
related information disclosed in finacial 
statements): 

Note 1.—Limited partnerships or joint 
ventures that conduct, operate, manage, or 
report upon oil and gas drilling or income 
programs which acquire properties either 
for drilling and production, or for produc- 
tion of oil, gas, or geothermal steam or 
water are not required to include the infor- 
mation specified by this paragraph (b). 

Note 2.—This note shall apply only for 
the fiscal year ending after December 25, 
1978, and on or before December 25, 1979. 
For such fiscal year, registrants shall dis- 
close (in lieu of paragraph (b)(1) below) the 
following: 

(i) The capitalized costs specified by 
§ 210.3-18(k)(2), as of the end of such fiscal 
year. 

(ii) The costs incurred in oil and gas pro- 
ducing activities specified by § 210.3-18(k)(3) 
for such fiscal year. 

(iii) The revenues from producing oil and 
gas specified by § 210.3-18(k)(4). for such 
fiscal year. 

(iv) The estimated quantities of proved oil 
and gas reserves specified by § 210.3-18(k)(5) 


except that changes in net quantities of 
proved reserves and quantities of oil and gas 
applicable to long-term supply or similar 
agreements with foreign governments or au- 
thorities in which the registrant acts as pro- 
ducer need only be given for such fiscal 
year; and the estimated quantities of proved 
developed reserves, quantities applicable to 
long-term supply or similar agreements with 
foreign governments or authorities in which 
the registrant acts as producer and the reg- 
istrant’s share of proved reserves of its in- 
vestees accounted for by the equity method 
need only be given as of the end of such 
fiscal year. 

(v) The information on future net revenue 
from estimated production of proved oil and 
gas reserves specified by § 210.3-18(k)(6) as 
of the end of such fiscal year or for such 
fiscal year, as applicable. 

For purposes of the requirements of this 
note, the definitions of § 210.3-18(a) shall 
apply. This note shall be deleted from this 
paragraph when the rules in §210.3-18 
become effective for financial statements. 

(1) As of the end of each of the last 5 
fiscal years (but not for fiscal years ending 
prior to December 25, 1978), estimated net 
quantities of: (i) Proved oil and gas reserves; 
(ii) proved developed oil and gas reserves; 
(iii) oil and gas applicable to long-term 
supply or similar agreements with foreign 
governments or authorities in which the 
registrant acts as producer; and (iv) the reg- 
istrant’s share of reserves of investees ac- 
counted for by the equity method. The defi- 
nitions in § 210.3-18(a) shali apply to this 
paragraph (b)(1). For each of the net quan- 
tities reported, disclose the present value of 
estimated future net revenues, computed in 
accordance with § 210.3-18(k)6). If these re- 
serves are located entirely within the regis- 
trant’s home country, that fact shall be dis- 


s 


closed. If some or all of the reserves are lo- 
cated in foreign countries, the disclosure of 
net quantities of reserves of oil and gas and 
present value of estimated future net rev- 
enues (as required above) shall be separate- 
ly reported for the entity’s home country (if 
significant reserves are located there and 
each foreign geographic area in which sig- 
nificant reserves are located. Foreign geo- 
graphic areas are individual countries or 
groups of countries, as appropriate, for 
meaningful disclosure in the circumstances. 

Disclosure shall be given of the effect on 
ownership of reserves of any takeover or na- 
tionalization by foreign government of prop- 
erties owned by the registrant, including 
any possible change of a property interest 
into a long-term supply, purchase, or similar 
apreement. If any foreign government re- 
stricts the disclosure of estimated reserves 
for properties under their governmental au- 
thority, or amounts under long-term supply, 
purchase, or similar agreements, the regis- 
trant should notify the staff of the Commis- 
sion. If the required information is not dis- 
closed for this reason, the document should 
identify the country and indicate that the 
reported reserve estimates or amounts do 
not include figures for the named country. 

The following instruction applies to this 
paragraph (b)(1): 

If no major discovery or other favorable 
or adverse event that causes a significant 
change in the proved reserves has occurred 
since the end of the most recent fiscal year, 
a statement to that effect shall be made; 
otherwise, an explanation of'any such dis- 
covery or event should be provided, includ- 
ing, to the extent reasonable, an estimate of 
the proved oil and gas reserves associated 
with such discovery or event. 

(2) Any proved oil or gas reserve estimates 
filed with or included in reports to any 
other Federal or foreign governmental au- 
thority or agency since the beginning of the 
last fiscal year (or a statement that there 
were none), together with the name of the 
authority or agency and an explanation of 
the reasons for differences, if any, between 
such estimates and the estimates included 
in the document. 

This requirement as it relates to estimates 
filed with a foreign governmental! authority 
or agency shall not apply if: (a) The total 
foreign reserve estimate included in the 
Commission filing does not exceed 5 percent 
of the total reserve estimate; or (b) the dif- 
ference between the foreign reserve esti- 
mate included in the Commission filing and 
the reserve estimate filed with the govern- 
mental authority or agency does not exceed 
5 percent. However, a statement that the 
foreign reserve estimate or the difference, 
whichever is applicable, does not exceed 5 
percent shall also be included. 

(3) Net quantities of oil (including conden- 
sate and natural gas liquids) and of gas pro- 
duced for each of the last 5 fiscal years and 
the net quantities of each received during 
each of these years applicable to long-term 
supply or similar agreements with foreign 
governments or authorities in which the 
registrant acts as producer, by areas no 
larger than the geographic areas used for 
estimated reserves in paragraph (b)(1) 
above. Also disclose separately, for the same 
geographic areas for which production data 
are presented, (a) the average sales price per 
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unit of oil produced and of gas produced, (b) 
the average transfer value per unit of oil 
and of gas produced, and (c) the average 
production (lifting cost) per unit of produc- 
tion. 

The following instructions apply to this 
paragraph (b)(3): 

(a) Generally, net production should in- 
clude’ only production that is owned by the 
registrant and produced to its interest, less 
royalties and production die others. Howev- 
er, in special situations (e.g., foreign produc- 
tion) net production before royalties may be 
provided if more appropriate. If ‘‘net before 
royalty” production figures are furnished, 
the change from the common usage of ‘‘net 
production” should be noted. 

(b) Any part of natural gas liquids produc- 
tion obtained through or from processing 
plant ownership rather than through lease- 
hold ownership should be reported sepa- 
rately, if material. p 

(c) Production of natural gas should in- 
clude only marketable production of gas on 
an “as sold” basis. Production will include 
dry, residue, and wet gas, depending on 
whether liquids have been extracted before 
the registrant passed title. Flared gas, recov- 
ered gas-lift, injected gas, reproduced gas, 
and gas consumed in operations should be 
omitted. 

(d) The transfer value of oi] and gas pro- 
duced shall be determined in accordance 
with § 210.3-18(k)(3). : 

(e) Production costs per unit produced 
shall be computed using the production 
costs disclosed pursuant to § 210.3-18(K)(3). 

(4) As of a reasonably current date or as 
of the end of the most recent fiscal year, 
the total gross and net productive wells, ex- 
pressed separately for oil and gas, and the 
total gross and net producing (i.e., devel- 
oped) acres by the geographic areas for 
which production data are presented pursu- 
ant to paragraph (b)(3) above. 

The following instructions shall apply to 
this paragraph (b)(4): 

(a) For purposes of this requirement, one 
or more completions in the same borehole 
shall be counted as one well. A footnote 
shall disclose the number of wells with mul- 
tiple completions. If one of the multiple 
completions in a given well is an oil comple- 
tion, the well shall be classified as an oil 
well. 

(b) A gross well or acre is a well or acre in 
which an interest is owned. The number of 
gross wells is the total number of wells in 
which an interest is owned. 

(c) A net well or acre is deemed to exist 
when the sum of fractional ownership inter- 
ests in gas wells or acres equals 1. The 
number of net wells or acres is the sum of 
the fractional interests owned in gross wells 
or acres expressed as whole numbers and 
fractions thereof. 

(d) For those unusual situations in which 
gross and net data cannot be supplied, an al- 
ternative disclosure should be furnished 
that adequately describes the registrant’s 
productive wells and producing acreage. 

(5) As of a reasonably current date or as 
of the end of the most recent fiscal year, 
the amounts of undeveloped acreage, both 
leases and concessions, if any, expressed in 
both grass and net acres by appropriate geo- 
graphic area, together with an indication of 
acreage concentrations, and, if material, the 
minmum remaining terms of leases and con- 
cessions. Undeveloped acreage is considered 
to be those lease areas not now held for pro- 
duction; it should not be confused with acre- 
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age for which proved undeveloped reserves 
can be estimated, which is to be included in 
producing acreage disclosed pursuant to 
paragraph (b)(4) above. 

(6) For each of the last 5 fiscal years, dis- 
close by appropriate, geographic area: (a) 
the number of net productive and dry ex- 
ploratory wells drilled; (b) the number of 
net productive and dry development wells 
drilled; and (c) the aggregate net drilling 
footage of exploratory wells and aggregare 
net drilling footage of development wells. 

Instructions for purposes of this para- 
graph (b)(6) are: 

(a) See § 210.3-18(a) for the definition of 
an exploratory well and a development well. 

(b) A dry well Chole) is an exploratory or a 
development well found to be incapable of 
producing either oi] or gas in sufficient 
quantities to justify completion as an oil or 
gas well. The term “completion” refers to 
the installation of permanent equipment for 
the production of oil or gas. 

(c) A productive well is an exploratory or 
a development well that is not a dry well. 

(ad) The number of wells drilled refers to 
the number of holes completed at any time 
during the fiscal year, regardless of when 
drilling was initiated. 

(e) Drilling footage is the deepest total 
depth (ength of well bored) of all wells 
drilled from the surface, excluding (i) the 
total of all bypassed footage drilled in con- 
nection with reported wells and (ii) all new 
footage drilled for directional ‘“sidetrack”’ 
wells. In the case of old wells drilled deeper, 
the reported footage is that which was 
drilled below the total depth of the old well. 

(7) Present activities, such as the number 
of wells in process of drilling, waterfloods in 
process of installation, pressure mainte- 
nance operations, and any other related op- 
erations of material importance by appro- 
priate geographic areas. This description of 
present activities whould be provided for an 
“as of’ date as close to the date of filing the 
document as reasonably possible or as of the 
end of the most recent fiscal year. The dis- 
closure of wells in the process of being 
drilled should include only those wells actu- 
ally being drilled at the “as of” date and 
should be expressed in terms of both gross 
and net wells. The disclosure should not in- 
clude wells planned but not commenced, 
unless there are factors involved which 
make such information material. 

(8) If the registrant is obligated to provide 
oil or gas in the future under existing con- 
tracts or agreements, material information 
concerning the estimated availability of oil 
and gas from any principal sources. 

(i) Such information shall be furnished as 
to current and future reserves and supplies, 
and should (1) identify the principal sources 
of reserves and supplies relied on or to be 
relied upon and the amounts received or to 
be received from each source; (2) disclose 
delivery commitment and customers’ re- 
quirements; and (3) indicate steps taken to 
insure available supplies are sufficient to 
meet such commitments. Such future infor- 
mation shall be provided for an appropriate 
period of 1 to 5 years. 

(ii) The term “availability” is used herein 
to mean an estimate of that quantity of oil 
and gas which can be produced from cur- 
rent proved developed reserves and an esti- 
mate of amounts that can be delivered 
under long-term supply or purchase agree- 
ments, using presently installed equipment 
under existing economic and operating con- 
ditions on a per-day, per-month, or per-year 
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basis. However, this term is not intended to 
have the same meaning as “deliverability” 
as used by the Federal Energy Regulatory 
Commission in FPC form No. 15. 

(iii) The registrant should develop disclo- 
sure based upon the facts and circumstances 
of its particular situation, including, where 
appropriate, disclosure by areas or regions. 
Such disclosure should be in a form under- 
standable to investors and should include, 
but not be limited to, description of the fol- 
lowing factors: (1) Supplies dedicated or 
contracted to the registrant; (2) any signifi- 
cant amounts of reserves or supplies subject 
to priorities which may affect quantities de- 
livered to certain classes of customers, such 
as customers receiving services under low 
priority and interruptable contracts; (3) any 
priority allocations or price limitations im- 
posed by Federal or State reguiatory agen- 
cies, as well as other factors beyond the con- 
trol of the registrant which may affect the 
ability of the company to meet its contrac- 
tual obligations (detailed discussions of his- 
toric price regulation need not be fur- 
nished); (4) any other factors beyond the 
control of the company, such as other par- 
ties having contro] over the drilling of new 
wells, competition for the acquisition of re- 
serves and supplies, and the availability of 
foreign reserves and supplies which may 
affect the ability of the registrant to ac- 
quire additional reserves and supplies, or to 
maintain or increase the availability of re- 
serves and supplies; and (5) any impact on 
the registrant’s earnings and financing 
needs resulting from its inability to meet 
short or long-term contractual obligations. 
See guide 22 under the Securities Act of 
1933 and guide 1 under the Securities Ex- 
change Act of 1934. 

(iv) If within the last 5 years the regis- 
trant has been unable to meet its delivery 
commitments or customers’ requirements, 
describe the circumstances concerning such 
events and the impact on the registrant. 


REQUEST FOR COMMENT 


All interested persons are invited to 
submit their views and comment con- 
cerning the amendments proposed 
herein including whether implementa- 
tion of such amendments would in- 
volve unwarranted costs to the issuer 
and whether the actions would have 
any impact or burden on competition. 
All comments should be received no 
later than October 15, 1878. The Com- 
mission will endeavor to review the 
comments on these proposals and take 
such actions as may appear necessary 
to have the amended. disclosure re- 
quirements adopted in time for com- 
pliance by registrants whose fiscal 
years end after December 25, 1978. 


AUTHORITY: These amendments are being 
proposed pursuant to the authority in sec- 
tions 6, 7, 8, 19 and 19(a) (15 U.S.C. 77f, 77g, 
7th, 77j, and 77s) of the Securities Act of 
1933; sections 12, 13, 14, 15¢d), and 23¢a) (15 
U.S.C. 78L, 78M, 780(d), and 78w) of the Se- 
curities Exchange Act of 1934. 


By the Commission. 


GEORGE A. FITZSIMMONS, 
Secretary. 
Auvcust 31, 1978. 
{FR Doc. 78-25576 Filed 9-11-78; 8:45 am] 
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[8010-01] 
[17 CFR Part 210} 


{Release Nos. 33-5968, 34-15110, 35-20689, 
IC-10383; File No. S7-715] 


OW AND GAS PRODUCERS—FULL COST 
_ ACCOUNTING PRACTICES 


Proposed rules 


AGENCY: Securities and Exchange 
Commission. 


ACTION: Proposed rules. 


SUMMARY: The Commission has 
published rules in accounting series re- 
lease No. 253 that establish financial 
accounting and reporting practices for 
oil and gas producing activities. That 
release expresses the Commission’s in- 
tention to seek development of a uni- 
form method of reserve recognition ac- 
counting based on a valuation of 
proved oil and gas reserves. During the 
period of developing this method, 
however, producers will be required to 
follow a form of either the successful 
efforts or full cost methods of ac- 
counting. Accounting series release 
No. 253 prescribes the accounting mea- 
surement rules applicable to the suc- 
cessful efforts method. Proposed rules 
that would define the application of 
the full cost method are contained in 
this release. 


DATE: Comments should be submit- 
ted on or before October 31, 1978. 


ADDRESS: Comments should refer to 
file S7-715 and should be submitted in 
triplicate to George A. Fitzsimmons, 
Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. 
All comments will be available for 
public inspection. 


FOR FURTHER 
CONTACT: 


Richard C. Adkerson or James L. 
Russell, Office of the Chief Accoun- 
tant, Securities and Exchange Com- 
mission, Washington, D.C. 20549, 
202-755-0222. 


SUPPLEMENTARY INFORMATION: 
The Commission is proposing rules to 
govern the application of the full cost 
method of accounting in order to con- 
form existing practice to a relatively 
standardized method that, in the Com- 
mission’s view, is generally consistent 
with the conceptual basis of full cost 
accounting.' The Commission’s goal is 
to develop a practical approach for ap- 
plying the full cost method that is log- 
ically consistent and not substantially 
different from existing practice. 


INFORMATION 


‘For a discussion of the full cost mehtod, 
see section V, “Traditional Oil and Gas Ac- 
counting Methods” of accounting series re- 
lease (“ASR”) No. 253 (Aug. 31, 1978) pub- 
lished concurrently with this release ap- 
pearing in this same separate part. 


PROPOSED RULES 


Specifically, if an oil and gas produc- 
er follows the full cost method, it 
would be required under the proposed 
rules to: 


1. Apply it to all its operations and the op- 
erations of its subsidiaries and investees ac- 
counted for by the equity method. 

2. Disclose on the face of its balance sheet 
that if follows the full cost method of ac- 
counting. 

3. Establish a separate cost center for 
each country in which it operates. 

4. Capitalize all costs incurred in a cost 
center that are directly related to explora- 
tion and production activities. 

5. Charge to expense all production (lift- 
ing) costs, general and administrative costs, 
all costs reimbursed by other persons, and 
all costs related to drilling arrangements in 
which income is recognized. 

6. Amortize all capitalized costs in the cost 
center, including undeveloped leases, using 
a unit-of-production method based either on 
physical units or monetary units of net rev- 
enue. 

7. Limit costs in the cost center to the sum 
of (1) the present value of future net reve- 
nue from estimated production of proved oil 
and gas reserves, and (2) the lower of cost or 
estimated market value of unproved proper- 
ties. 

8. Account for mineral conveyances and 
related transactions generally on the same 
basis as if the successful efforts method 
were followed except that ordinarily no 
gains or losses are to be recognized on sales 
and abandonment of properties. 

9. Disclose the depreciation, depletion, 
and amortization expense per unit of pro- 
duction. 

10. Disclose the approximate amount of 
total capitalized costs and costs incurred 
during the period that would have been 
charged to expense had the successful ef- 
forts method been followed. 


The Commission’s proceeding on oil 
and gas accounting practices resulted 
in substantial written comment and 
testimony on the application of the 
full cost method of accounting. Much 
of this discussion dealt with definition 
of the cost center and accounting for 
undeveloped leases. 


Although it may be argued concep- 
tually that the company’s total oper- 
ations should constitute the cost 
center, the proposed rules recognize 
that oil and gas reserves in different 
countries are not always interchange- 
uble, either in kind or in monetary 
value, because of varying laws, market 
conditions, property rights, and politi- 
cal-economic climates. Many of the 
factors that, in the past, have justified 
the use of combined-country cost cen- 
ters (e.g., United States and Canada, 
Western Europe, etc.) are no longer 
present, as countries have made sub- 
stantial changes to their energy and 
tax laws, price controls, and national 
economic policies. Accordingly, the 
Commission proposes that property 
costs should be segregated on a coun- 
try-by-country basis. 


All of the costs incurred in a given 
country, including the costs of undeve- 
loped leases, should be capitalized 
within the appropriate cost center, 
and thus be subject to amortization 
and to the ceiling limitation on cap- 
italized costs. This would prohibit the 
practice followed by some companies - 
of deferring the inclusion of undeve- 
loped leases within cost centers until 
the leases either become productive or 
are abandoned. The Commission be- 
lieves that the costs of undeveloped 
leases should be considered a compo- 
nent of the total costs of oil and gas 
properties under the full cost concept 
and thus be subject to amortization. 

The proposed rules applicable to 
drilling arrangements are intended to 
clarify the Commission’s position on 
the recognition of income from partici- 
pation in such arrangements. If the 
consideration received is, in substance, 
an interest in properties, the recogni- 
tion of income should not take place 
prior to the production of oil and gas 
from the properties involved. 

Although the Commission concluded 
that both successful efforts and full 
costing have significant deficiencies 
and that neither should be prescribed 
as a uniform method of accounting for 
the petroleum industry, the Commis- 
sion noted in ASR No. 253 that suc- 
cessful efforts accounting is, in its | 
view, more consistent conceptually , 
with financial accounting in general. 
The Commission also indicated a con- § 
cern that, in certain circumstances, * 
full cost accounting can obscure the : 
existence of unprofitable current ex- y 
ploration activities. Because of these ' 
concerns and in reponse to comments | 
received by the Commission express- 
ing a need for comparative informa- 
tion, the Commission is proposing that 
full cost companies disclose: (1) The 
approximate amount of capitalized 
costs in their balance sheets that 
would have been previously charged to 
expense under the successful efforts 
method, and (2) the approximate 
amount of current period costs in- 
curred in oil and gas producing activi- 
ties that would be charged to expense 
if the successful efforts method were 
applied. The Commission recognizes 
that these disclosures will not provide 
a precise basis for converting the fi- 
nancial statements of full cost compa- 
nies to a successful efforts basis since 
they omit consideration of amortiza- 
tion and valuation provisions; howev- 
er, it believes that the disclosures will 
accomplish the objectives described 
above. 

The Commission is publishing these 
proposed rules for comment in order 
to provide an opportunity for interest- 
ed persons to identify potential imple- 
mentation problems or to suggest 
areas for which additional clarification 
is required. It is anticipated that final 
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rules will be adopted prior to Decem- 
ber 31, 1978, to be effective for fiscal 
years ending after December 25, 1979, 
with retroactive application to prior 
periods. 


Commission ACTION 


The Commission hereby proposes to 
amend 17 CFR Part 210 by the addi- 
tion of the new paragraph (i) to 
§ 210.3-18, as presented below: 


§ 210-3.18 Financial accounting and re- 
porting for oil and gas producing activ- 
ities pursuant to the Federal securities 
laws and the Energy Policy and Con- 
servation Act of 1975. 


* * * « * 


(i) Application of the full cost 
method of accounting. The full cost 
method shall be applied as follows: 

(1) Determination of cost centers. 
Cost centers shall be established on a 
country-by-country basis. 

(2) Costs to be capitalized. All costs 
directly associated with property ac- 
quisition, exploration, and develop- 
ment activities within a cost center 
shall be capitalized. Any internal costs 
that are capitalized shall be limited to 
those costs that can be directly identi- 
fied with acquisition, exploration, and 
development activities undertaken by 
the reporting entity for its own ac- 
count, and shall not include any costs 
related to production, general corpo- 
rate overhead, or similar activities. 

(3) Amortization of capitalized costs. 
Capitalized costs within a cost center 
shall be amortized on the unit-of-pro- 
duction basis using proved oil and gas 
reserves, as follows: 

(i) Costs to be amortized shall in- 
clude (A) capitalized costs (including 
all undeveloped leases and uncomplet- 
ed wells and facilities), less accumulat- 
ed past amortization, and (B) estimat- 
ed future costs to complete develop- 
ment of proved reserves and estimated 
dismantlement and abandonment 
costs (net of estimated salvage values). 

(ii) Amortization may be computed 
on the basis of physical units or net 
revenue from production of proved re- 
serves. If physical units are used, oil 
and gas shall be converted to a 
common unit of measure on the basis 
of their approximate relative energy 
content. Otherwise, amortization shall 
be computed on the basis of the cur- 
rent net revenue from production in 
relation to the future net revenue, 
based on current economic conditions 
(see paragraph (k)(6) of this sectidn),? 
from estimated production of proved 
oil and gas reserves. 

(iii) Amortization computations shall 
be made on a consolidated basis, in- 
cluding investees accounted for on a 


“Por this and subsequent references to 
the requirements of § 210.3-18, see ASR No. 
253. 


PROPOSED RULES 


proportionate consolidation basis. 
However, investees accounted for on 
the equity method shail be treated 
separately. 

{4) Limitation on capitalized costs. 
Unamortized costs capitalized within a 
cost center, less related deferred 
income taxes, shall not exceed an 
amount (the cost center “ceiling’’) 
equal to (i) the present value of future 
net revenues from estimated produc- 
tion of proved oil and gas reserves, as 
defined in paragraph (k)(6) of this sec- 
tion; (ii) plus the lower of the cost of 
unproved properties or their estimated 
fair market value based generally on 
the provisions of paragraph (c) of this 
section; and (iii) less related income 
tax effects. If unamortized costs cap- 
italized within a cost center (including 
a cost center in which no oil and gas 
reserves have been discovered), less re- 
lated deferred income taxes, exceed 
the cost center ceiling, the excess shall 
be charged to expense and separately 
disclosed during the period in which 
the excess occurs. The capitalized 
costs within a cost center shall not be 
reinstated for any subsequent in- 
creases in the cost center ceiling. 

(5) Production costs. All costs relat- 
ing to production activities, including 
costs to maintain or increase levels of 
production, shall be charged to ex- 
pense as incurred. 

(6) Mineral property conveyances 
and related transactions. The provi- 
sions of paragraph (h) of this section, 
‘‘Mineral property conveyances and re- 
lated transactions if the successful ef- 
forts method of accounting is fol- 
lowed,” shall apply also to those re- 
porting entities following the full cost 
method except as follows: 

(i) Sales and abandonmenis of oil 
and gas properties. Sales of oil and gas 
reserves in place and abandonments of 
properties shall be accounted for as 
adjustments of capitalized costs, with 
no gain or loss recognized, unless an 
extraordinary sale occurs that signifi- 
cantly alters the relationship between 
the capitalized costs and proved re- 
serves of oil and gas attributable to a 
cost center. If gain or loss is recog- 
nized for such a sale, total capitalized 
costs within the cost center shall be al- 
located between reserves sold and re- 
serves retained on the same basis used 
to compute amortization. 

(i) Purchases of reserves. Purchases 
of oil and gas reserves in place ordi- 
narily shall be accounted for as addi- 
tional capitalized costs within the ap- 
plicable cost center; however, pur- 
chases or production payments with 
lives significantly shorter than the 
composite productive life of the cost 
center shall be accounted for separate- 
ly. 

Drilling arrangements. Consistent 
with the provisions of paragraph (h) 
of this section, no income shall be rec- 
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ognized from participation in the var- 
ious forms of drilling arrangements in- 
volving oil and gas producing activi- 
ties, e.g., carried interests, turnkey 
wells, management fees, etc., if the 
drilling arrangements, in substance, 
provide receipt of an interest in prop- 
erties. If drilling arrangements provide 
for the receipt of remuneration, e.g., 
cash, for which income is recognized, 
then all related costs, including costs 
associated with the offering and sale 
or participations in the drilling ar- 
rangements and internal costs related 
to the drilling arrangements, shall be 
charged to expense as incurred. 

(7) Disclosures. Reporting entities 
that adopt the full cost method of ac- 
counting shall disclose all of the infor- 
mation required by paragraph (k) of 
this section (with each cost center con- 
sidered as a separate geographic area), 
plus the following: 

(i) For each cost center for each year 
that an income statement is required, 
the total amount of amortization ex- 
pense (per equivalent physical unit of 
production if amortization is comput- 
ed on the basis of physical units or per 
dollar of net revenue from production 
if amortization is computed on the 
basis of net revenue). 

(ii) In connection with the disclosure 
of capitalized costs required by para- 
graph (k)(2) of this section, the ap- 
proximate amount of such capitalized 
costs that would have been charged to 
expense had the successful efforts 
method of accounting been followed. 

(iii) In connection with the disclo- 
sure of costs incurred in oil and gas 
producing activities required by para- 
graph (kx(3) of this section, the ap- 
proximate amount of costs incurred 
during the period that would have 
been charged to expense had the suc- 
cessful efforts method of accounting 
been followed. 


* * . * * 


These rules are proposed to be effec- 
tive for financial statements for full 
fiscal years ending after December 25, 
1979, although earlier application is 
encouraged. Accounting changes 
adopted to conform to the provisions 
of these rules shall be made retroac- 
tively be restating the financial state- 
ments of prior periods. Financial state- 
ments for the fiscal year in which 
these rules are first applied shall dis- 
close the nature of the accounting 
changes and their effect on income 
before extraordinary items, net 
income, and related per share amounts 
for each period restated. 

These amendments are proposed to 
be adopted pursuant to authority in 
section 6, 7, 8, 10, and 19(a) (15 U.S.C. 
77f, 77e, 77h, 77j, 77s) of the Securities 
Act of 1933; sections 12, 13, 15(d), and 
23(a) (15 U.S.C. 781, 78m, 780(d), T8w) 
of the Securities Exchange Act of 


FEDERAL REGISTER, VOL. 43, NO 177-—-TUESDAY, SEPTEMBER 12, 1978 








40726 


1934; sections 5(b), 14, and 20(a) (15 
U.S.C. 79e, 79n, 79t) of the Public Util- 
ity Holding Company Act of 1935; sec- 
tions 8, 30, 31(c), and 38(a) (15 U.S.C. 
80a-8, 80a-29, 80a-30(c), 80a-37(a)) of 
the Investment Company Act of 1940; 
and section 503 (42 U.S.C. 6383) of the 
Energy Policy and Conservation Act of 
1975. Pursuant to section 23(a)(2) of 
the Securities Exchange Act, the Com- 
mission has considered the impact of 
these proposals on competition and is 
not aware at this time of any burden 
that such rule amendments, if adopt- 
ed, would impose on competition. 
However, the Commission specifically 
invites comments as to the competitive 
impact of these proposals, if adopted. 


By the Commission. 


GEORGE A. FITZSIMMONS, 
Secretary. 


Auvecust 31, 1978. 
{FR Doc. 78—25577 Filed 9-11-78; 8:45 am] 


[8010-01] 
[17 CFR Part 210] 


{Release Nos. 33-5969, 34-15111, 35-20690, 
IC-10384; File No. S7-753] 


Olt AND GAS PRODUCING ACTIVITIES 


Proposed Supplemental Earnings Summary 


AGENCY: Securities and Exchange 
Commission. 


ACTION: Proposed rules. 


SUMMARY: In accounting series re- 
lease No. 253, the Commission pub- 
lished rules on financial accounting 
and reporting for oil and gas produc- 
ing activities. That release stated the 
Commission’s intention to propose 
rules requiring the presentation of a 
supplemental earnings summary of oil 
and gas producing activities prepared 
on the basis of reserve recognition ac- 
counting, i.e., recognizing changes in 
the present value of estimated future 
revenues from production of proved 
oil and gas reserves in income and in- 
cluding in expenses all costs of finding 
and developing additions to proved re- 
serves. This release contains the pro- 
posed rules, which are proposed to be 
effective for fiscal years ending after 
December 25, 1979. 


DATE: Comments should be submit- 
ted on or before April 30, 1979. 


PROPOSED RULES 


ADDRESS: Comments should refer to 
file S7-753 and should be submitted in 
triplicate to George A. Fitzsimmons, 
Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. 
All commments will be available for 
public inspection. 


FOR FURTHER 
CONTACT: 


Richard C. Adkerson or James L. 
Russell, Office of the Chief Accoun- 
tant, Securities and Exchange Com- 
mission, Washington, D.C. 20549, 
202-755-0222. 


SUPPLEMENTARY INFORMATION: 
In accounting series release (““ASR’’) 
No. 253, issued concurrently with this 
release (appearing elsewhere in this 
same separate part), the Commission 
published financial accounting and 
disclosure rules for oil and gas produc- 
ing activities. That release expressed 
the Commission’s conclusion that sig- 
nificant improvements in financial re- 
porting by oil and gas producing com- 
panies could best be achieved through 
the development and implementation 
of an accounting method that reflects 
a valuation of proved oil and gas re- 
serves as assets, and changes in valu- 
ations of proved reserves in reported 
earnings. However, because of concern 
over the inherent imprecision of esti- 
mates of proved oil and gas reserves 
and the need for establishing method- 
ologies for their valuation, the Com- 
mission has determined that develop- 
ment of this “reserve recognition ac- 
counting” or “RRA” should be under- 
staken gradually. 

The rules published in ASR No. 253 
require the disclosure in financial 
statements for fiscal years ending 
after December 25, 1979, of the pres- 
ent value of future net revenues from 
estimated production of proved oil and 
gas reserves. In release No. 33-5967, 
also published concurrently, the Com- 
mission proposed amendments to regu- 
lation S-K (17 CFR Part 229) that 
would require this disclosure in filings 
with the Commission (but not as part 
of the financial statements) for fiscal 
years ending after December 25, 1978. 

The Commission believes that the 
next step in seeking the development 
of RRA should be a supplemenial 
earnings summary of oil and gas pro- 
ducing activities pfepared on that 


INFORMATION 


basis. The proposed summary would 
include as current period income the 
additions to proved reserves and 
changes in valuations of proved re- 
serves, and as current period expenses 
all costs associated with finding and 
developing additions to proved oil and 
gas reserves together with all costs de- 
termined to be nonproductive during 
the period. The accompanying pro- 
posed rules describe the information 
proposed to be included in the supple- 
mental earnings summary. The Com- 
mission proposes that this information 
be required as part of financial state- 
ments beginning in filings for fiscal 
years ending after December 25, 1979. 
If these rules are adopted, the infor- 
mation provided and the experiences 
gained in developing and reporting the 
supplemental data should aid in the 
Commission’s assessment of the use- 
fulness of the information provided 
from applying RRA. 


IMPLEMENTATION CONSIDERATIONS 


The Commission-seeks to assure the 
development of a meaningful presen- 
tation of relevant data on which to 
evaluate the current results of oper- 
ations of oil and gas producers. The 
rule proposals contained in this re- 
lease require that the supplemental 


-earings summary of oil and gas pro- 


ducing activities distinguish between 
the major activities of (1) exploration 
and development, and (2) production. 
Changes in. the present value of 
proved reserves attributable to revi- 
sions of previous additions are to be 
reported separately, including (1) 
changes in estimated quantities of 
proved reserves, (2) changes in the es- 
timated timing of future production, 
(3) changes to reflect current prices 
and costs used to compute the present 
values, and (4) holding gains resulting 
from the passage of time as a result of 
applying the discounted cash flow 
method of valuation. 

In ASR No. 253, the Commission 
stated that “[wlhile the proposed 
rules provide a general format of the 
proposed. presentation, the Commis- 
sion views the proposals as establish- 
ing general rather than specific guide- 
lines in this regard.” An example of 
the presentation presently envisioned 
by the Commission for the proposed 
RRA supplemental earnings summary 
is presented below: 
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SUPPLEMENTAL EARNINGS SUMMARY OF 
OIL AND GAS PRODUCING ACTIVITIES 
YEAR ENDED DECEMBER 31, 19xx 


Revenues from oil and gas: 
Sales to outsiders SxxxxX 
Transfers XX%X 


Costs of production: 
Lifting costs SKXXX 
Amortization of proved 
properties XXXK 


Income from producing 
activities 


Current additions to proved 
properties 


Costs of additions to proved 
properties: 
Exploration costs 
Development costs 


Income from current explor- 
ation and development 
activities 


Revisions to previous additions to 
proved properties: 
Changes in estimated quantities 
of proved reserves 
Changes in rate of production 
Changes to reflect current prices 
and costs 
Holding gains from passage of time 


Total revisions 
Profit contribution from oil and gas 


producing activities before income 
taxes XXXX 


Provision for income taxes (xxxx) 


Profit contribution from oil and gas 
producing activities after income taxes $xxxx 
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The Commission requests comments 
on whether these classifications are 
appropriate, as well as recommenda- 
tions for additional information that 
might enhance the usefulness of the 
supplemental earnings summary. 

The proposed rules indicate the 
manner in which costs of property ac- 
quisition, uncompleted wells, and 
other exploration and development 
costs should be included in the earn- 
ings summary. Generally, all costs in- 
curred in the search for and develop- 
ment of oil and gas reserves would be 
charged to expense as incurred except 
for acquisition costs of unproved prop- 
erties and the costs of uncompleted 
exploratory wells. These costs would 
be deferred until sufficient informa- 
tion is available to indicate whether or 
not proved oil- and gas reserves have 
been discovered. 

The Commission acknowledges that 
there are a number of unresolved 
problems relating to this proposed 
presentation and encourages interest- 
ed persons to submit views on any per- 
tinent matters prior to the due date 
for comments. In ASR No. 253, the 
Commission indicated that it will also 
seek to establish an advisory commit- 
tee comprised of representatives of oil 
and gas producing companies, inde- 
pendent petroleum engineering firms, 
the investment community, academics, 
and public accounting firms to meet 
with the staff of the Commission to 
consider implementation problems, 
assess experiences in preparing and 
using the valuation information on oil 
and gas reserves, and assist in solicit- 
ing and evaluating public comments 
on the issues involved in this project. 

Two major problems to be addressed 
involve the consideration of income 
taxes in the supplemental RRA earn- 
ings summary and the presentation to 
be made by integrated petroleum com- 
panies. 

Under generally accepted accounting 
principles, income tax expense is de- 
termined on the basis of comprehen- 
sive interperiod tax allocation by the 
deferred method, as specified by Ac- 
counting Principles Board Opinion No. 
11, “Accounting for Income Taxes.” 
Comprehensive interperiod allocation 
of income taxes by the deferred 
method was adopted for oil and gas 
producing activities in ASR No. 253 
and in FASB Statement No. 19. 

The deferred income tax method, 
however, appears inconsistent with 
the basis of accounting for the pro- 
posed supplemental earnings sum- 
mary, in that it does not provide for 
adjustment in income tax provisions 
for changes in tax rates or for the im- 
position of new taxes subsequent to 
the origination of a timing difference. 
For instance, if the deferred method 
were applied in the supplemental RRA 
earnings summary, the valuation of 
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proved reserves would not be affected 
by a significant increase in income 
taxes imposed subsequent to their dis- 
covery. © 

Accordingly, the Commission is sug- 
gesting that income tax expense in the 
supplemental RRA earnings summary 
include a provision for the difference 
between the following amounts: 


(1) The amount computed by applying the 
current income tax rates as of the end of 
the year to the difference between the pres- 
ent value of future net revenues from esti- 
mated production of proved oil and gas re- 
serves and the income tax basis of proved 
properties at that date. (See §210.3- 
18(k)(6)); and 

(2) The amount computed by applying the 
income tax rates as of the beginning of the 
year to the difference between the present 
value of future net revenues from estimated 
production of proved oil and gas reserves 
and the income tax basis of proved proper- 
ties at that date. 


Explanations of the effect of signifi- 
cant changes in the income tax rate 
would be required. 

Another issue for which comments 
are specifically requested involves the 
presentation required by integrated 
petroleum companies and other com- 
panies that produce oil.and gas that is 
transferred to other activities, such as 
transportation or manufacturing, in 
which they are engaged. The proposed 
rules require that such companies 
present transfers of oil and gas in the 
supplemental RRA earnings summary 
separately, at a value based on the es- 
timated fair market value at the point 
of transfer (see § 210.3-18(k)(4) adopt- 
ed in ASR No. 253). Additional supple- 
mental disclosure would also be re- 
quired of: 


(1) the historical profit contribution ’ 
from oil and gas producing activities, both 
before and after income taxes, on the basis 
of accounting (either successful efforts or 
full costing) used in the primary financial 
statements if transfers were recognized as 
revenues at estimated fair market values; 
and 

(2) The effects on operations other than 
oil and gas producing activities, both before 
and after income taxes, resulting from the 
impact on inventories and related cost of 
sales of valuing transfers in this manner. 


There are, of course, a number of 
other implementation questions that 
may require consideration. For exam- 
ple, a registrant may purchase a sig- 
nificant quantity of reserves in-place 
for an amount different from the pres- 
ent value of those reserves as comput- 
ed using the methodology prescribed 
in ASR No. 253. Rather than resulting 
in a gain or loss in the current period, 
it could be argued that any such dif- 
ference should be deferred and amor- 
tized as the related reserves are pro- 
duced. 


*Profit contribution as used in this in- 
stance is similar in concept to operating 
profit or loss as defined in FASB statement 
No. 14, except that income tax expense is re- 
quired to be considered. 


Comments are requested on these 


‘and other potential measurement and 


reporting problems associated with im- 
plementation of the supplemental 
RRA earnings summary. A comment 
period extending through April 30, 
1979, has been established to permit 
respondents to consider experience in 
preparing and reporting valuation in- 


’ formation on oil and gas reserves for 


year ending December 31, 1978. 
COMMISSION ACTION 


The Commission hereby proposes to 
amend 17 CFR part 210 by adding a 
new subparagraph (7) to paragraph 
(k) of § 210.3-18 as presented below: 


§210.3-18 Financial accounting and re- 
porting for oil and gas producing activ- 
ities pursuant te the Federal securities 
laws and the Energy Policy and Con- 
servation Act of 1975. 


om * * * * 


(k) Disclosure requirements. * * * 

(7) Supplemental earnings summary. 
For each year for which an income 
statement is required, a supplemental 
earnings summary of oil and gas pro- 
ducing activities shall be presented 
that includes in current period income 
the change during the year in the 
present value of future net revenues 
from proved reserves, as computed 
under paragraph (k}(6) of this sec- 
tion,? and includes in current operat- 
ing expenses all costs associated with 
the discovery and development of 
proved oil and gas reserves, together 
with all costs determined to be non- 
productive during the period. 

Identify separately within the sup- 
plemental summary the income (loss) 
from each of the following: 

(A) Producing activities; 

(B) Current exploration and devel- 
opment activities; and 

(C) Revisions to previous additions 
to proved properties. The revisions to 
previous additions shall further be 
segregated as to: (1) Changes in esti- 
mated quantities; (2) changes in esti- 
mated timing of production; (3) 
changes in prices and costs used to 
cumpute present values; and (4) hold- 
ing gains arising from the passage of © 
time. 

(ii) For purposes of this summary, 
property acquisition cost shall be 
charged to expense at the time the 
property is determined to have proved 
reserves of oil or gas, or when evidence 
of impairment is ascertained pursuant 
to paragraph (c) or (d) of this section. 
Costs of uncompleted — exploratory 
wells shall be deferred pending deter- 
mination of whether or not the well 
has found proved reserves, at which 
time the: capitalized costs of drilling 


?For this and subsequent -references to 
the requirements of § 210.3-18, see ASR No. 
253 in this same separate part. 
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the well shall be charged to expense. 
Other current costs of exploration and 
development shall be included in ex- 
penses of the period. Amortization of 
capitalized reserve valuations shall be 
computed on = a_ unit-of-production 
method. 


(iii) Income taxes shall be deter- 
mined by the difference between (A) 
the amount that results from applying 
the income tax rates as of the end of 
the fiscal year to the difference be- 
tween the present value of future rev- 
enues from estimated production of 
proved oil and gas reserves (deter- 
mined in accordance with paragraph 
(k)(6) of this section) and the tax basis 
of proved properties as of that date, 
and (B) the amount that results from 
applying the income tax rates as of 
the beginning of the fiscal year to the 
difference between the present value 
to future revenues from estimated pro- 
duction of proved oil and gas reserves 
(determined) in accordance with para- 
graph (k)(6) of this section) and the 
tax basis of proved properties as of 
that date. 


(iv) The supplemental earnings sum- 
mary should include all items of reve- 
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nue and expense applicable to oil and 
gas producing operations, but should 
not include other oil and gas oper- 
ations or operations in other business 
segments, corporate administrative ex- 
pense, interest expense, or extraordi- 
nary items. Indicate the related profit 


, contribution, before and after income 


taxes, that would be reflected for oil 
and gas producing activities based on 
applying the method of accounting 
(successful efforts or full cost) used in 
the primary financial statements and 
valuing transfers of cil and gas to 
other operations of the reporting 
entity in accordance with paragraph 
(k)(4) of this section. Further, indicate 
the aggregate impact, both before and 
after income taxes, on operations 
other than oil and gas producing activ- 
ities resulting from the effects of valu- 
ing transfers in this manner. 


* * * * of 


These amendments are proposed to 
be effective for financial statements 
for fiscal years ending after December 
25, 1978, that are contained in filings 
that include fiscal years ending after 
December 25, 1979, although earlier 
application is encouraged. 
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These amendments are proposed to 
be adopted pursuant to authority in 
sections 6, 7, 8, 10, and 19(a) (15 U.S.C. 
77f, 772, 77h, 77j, 77s) of the Securities 
Act of 1933; sections 12, 13, 15(d), and 
23(a) (15 U.S.C. 781, 78m, 7T80(d), T8w) 
of the Securities Exchange Act of 
1935; sections 8, 30, 31(c), and 38(a) (14 
U.S.C. 80a-8, 803-29, 80a-30(c), 80a- 
37(a)) of the Investment Company Act 
of 1940; sections 5(b), 14, and 20(a) (15 
U.S.C. 79e, 79n, 79t) of the Public Util- 
ity Holding Company Act of 1934; and 
section 503 (42 U.S.C. 6383) of the 
Energy Policy and Conservation Act of 
1975. Pursuant to section 23(a{2) of 
the Securities Exchange Act, the Com- 
mission has considered the impact of 
these proposals on competition and is 
not aware at this time of any burden 
that such rule amendments, if adopt- 
ed, would impose on competition. 
However, the Commission specifically 
invites comments as to the competitive 
impact of these proposals, if adopted. 


By the Commission. 


Georcs A, FITZSIMMONS, 
Secretary. 
AvcusT 31, 1978. 
{FR Doc. 78-25578 Filed 9-11-78; 8:45 am] 
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{8010-01} 


Title 17—Commodity and Securities 
Exchanges 


CHAPTER ti—SECURITIES AND 
' EXCHANGE COMMISSION 


{Release No. SAB-23] 


PART 211—INTERPRETATIVE 
RELEASES RELATING TO. 
ACCOUNTING MATTERS 


Subpart B—Staff Accounting Bulletins 
Starr ACCOUNTING BULLETIN No. 23 


AGENCY: Securities and Exchange 
Commission. 


ACTION: Publication of Staff Ac- 
counting Bulletin. 


SUMMARY: These _ interpretations 
deal with matters relating to oil and 
gas producers in connection with the 
Commission’s adoption in Accounting 
Series Release No. 253 of accounting 
and disclosure rules for this industry. 
This Staff Accounting Bulletin: (1) 
Rescinds Staff Accounting Bulletin 
No. 16, dealing with the FASB’s Expo- 
sure Draft, “Financial Accounting and 
Reporting by Oil and Gas Producing 
Companies”; (2) provides additional 
guidance on costs to be classified as 
“mineral resource assets” for purposes 
of the replacement cost disclosure 
rule; and (3) indicates the manner in 
which the replacement cost of inven- 
tories and the replacement cost of 
sales for transfers from oil and gas 
producing activities should be deter- 
mined. 


EFFECTIVE DATE: The rescission of 
Staff Accounting Bulletin No. 16 
(Topic 10-I) is effective immediately. 
The other interpretations are effective 
for fiscal years ending after December 
25, 1978. 


FOR FURTHER 
CONTACT: 


Richard C. Adkerson or James L. 
Russell, Office of the Chief Account- 
ant, Securities and Exchange Com- 
mission, 500 North Capitol Street, 
a D.C. 20549, 202-755- 
222. 


SUPPLEMENTARY INFORMATION: 
In Accounting Series Release (‘ASR’’) 
No. 253, August 31, 1978, appearing in 
this same separate part, the Commis- 
sion adopted rules for the financial ac- 
counting and reporting practices of oil 
and gas producers. Staff Accounting 
Bulletin No. 16 (September 1, 1977) 
(42 FR 44983), had indicated the Com- 
mission staff’s view of appropriate dis- 
closure of the potential impact of 
adopting the standards set forth in 
the FASB’s Exposure Draft, ‘“Finan- 
cial Accounting and Reporting by Oil 


INFORMATION 


RULES AND REGULATIONS . 


and Gas Producing Companies.” ASR 
No. 253 provides that registrants may 
follow either the successful efforts or 
the full cost method of accounting. In 


view of the Commission’s actions, - 


Staff Accounting Bulletin No. 16 is re- 
scinded. However, in Release No. 33- 
5968 (August 31, 1978), the Commis- 
sion has proposed rules for applying 
the full cost method that include dis- 
closure of the capitalized costs and 
costs incurred during a period that 
would have been charged to expense 
under the successful efforts method. 

The requirements of ASR No. 253 in- 
clude the disclosure of the values of 
transfers of oil and gas production to 
other operations (refining, transporta- 
tion, manufacturing, etc.), in which 
the registrant engages prior to making 
sales to other persons (see § 210.3- 
18(k)(4)). The staff believes that regis- 
trants with inventories and cost of 
sales that include oil and gas produced 
from their own properties should com- 
pute the replacement cost information 
for its inventories and cost of sales on 
the basis of the values of transfers re- 
quired by § 210.3-18(k)(4), i.e., estimat- 
ed fair market value at the point of 
transfer. 

In Release No. 33-5878 (October 26, 
1977) (42 FR 57651), the Commission 
requested comments on criteria for de- 
termining whether natural gas liquids 
(“NGL”) plants should be excluded 
from mineral resource assets and 
therefore subject to the replacement 
cost disclosure requirements. The 
guidelines of previous staff accounting 
bulletins are being revised to indicate 
that an NGL plant should be excluded 
from mineral resource assets unless 
the value of the plant is dependent on 
specific reserves in which the regis- 
trant owns an interest and is therefore 
an integral part of the oil and gas pro- 
ducing properties. If not considered a 
mineral resource asset, the replace- 
ment cost of the plant should be deter- 
mined in the same manner as other 
processing and transportation facili- 
ties. 

The statements in Staff Accounting 
Bulletins are not rules or interpreta- 
tions of the Commission, nor are they 
published as bearing the Commission’s 
official approval; they represent inter- 
pretations and practices followed by 
the Division of Corporation Finance 
and the Office of the Chief Account- 
ant in administering the disclosure re- 
quirements of the Federal securities 
laws. 


GBORGE A. FITZSIMMONS, 
Secretary. 
Aucust 31, 1978. 


Starr ACCOUNTING BULLETIN No. 23 


The staff hereby adds subsection 10, 
item f, to Topic 6-I regarding replace- 
ment cost of inventories and cost of 


sales for transfers from oil and gas 
producing activities; amends the defi- 
nition of mineral resource assets in 
Topic 6-1(10a); and deletes Topic 10- 
I, which discussed disclosure of the po- 
tential impact of the FASB’s Exposure 
Draft, “Financial Accounting and Re- 
porting by Oil and Gas Producing 
Companies.” . 


TOPIC 6: INTERPRETATIONS OF ACCOUNTING 
SERIES RELEASES 


s s * e * 


I. Accounting Series Release No. 190—Re- 
lating to Amendmenis to Regulation S-X 
Requiring Disclosure of Replacement Cost 
Data (§ 210.3-17) 


* % * * 


3. Replacement Cost of Inventories 


f. Inventories and Cost'of Sales for Trans- 
Jers from Oil and Gas Producing Activities 


Facts: | 


Certain registrants, including integrated 
petroleum companies and natural gas trans- 
mission companies, engage in oil and gas 
producing activities and transfer their pro- 
duction to other operations for refining, 
processing, manufacturing, or transporting 
before sales are made to other persons. Con- 
sequently, an element of their inventories 
and cost of sales will be represented by oil 
and gas transferred from properties that 
they own and produce. 


Question: 


How should these registrants determine 
replacement cost information for the por- 
tion of their inventories and cost of sales 
represented by oil and gas transferred from 
properties that they own and produce? 
Interpretative Response: 

Consistent with the provisions of § 210.3- 
18(k)(4), transfers of oil and gas produced 
by registrants engaged in transporting, re- 
fining, processing, etc., of oil and gas should 
be valued for purposes of § 210.3-17 (c) and 
(d) at estimated market prices based on the 
prices of comparable products using posted 
field prices, if applicable, or amounts esti- 
mated to represent prices equivalent to 
those that could be obtained in a competi- 
tive arm’s-length market environment,, 
giving recognition to transportation costs, 
quality differences, and arrangements with 
and reguiations of governments. 


* * - * 


10. Applicability of § 210.3-17 

a. Exempiions 
Facts: 

Section 210.3-17 contains an exemption 
for mineral resource assets employed in the 
production of crude oil or natural gas. De- 


layed application was permitted for other 
mineral resource assets. 


Question 1: 
What are “mineral resource assets?” 
Interpretive Response; 


Mineral resource assets are defined as 
those costs shown on the balance sheet rep- 
resenting assets that are directly associated 
with and that derive value from mineral re- 
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serves. For the oil and gas industry these 
costs include the following: 

1. Intangible drilling and 
costs; 

2. Capitalized nonproductive costs, delay 
rentals, overhead, and similar costs; 

3. Producing and nonproducing leasehold 
costs; 

4. Down-hole equipment; 

5. Wellhead equipment; 

6. Lease production facilities—tanks, flow- 
lines, separators, above-ground pumps, com- 
pressors, etc.; 

7. Gas cycling plants; 

8. Processing facilities, including natural 
gas liquids plants, the value of which is pri- 
marily dependent on specific oil and gas re- 
serves in which the registrant owns an in- 
terest; 

9. Support facilities—powerplants, 
living quarters, etc.; 

10. Gathering systems to the point of 
market in the field; 

11. Offshore platforms. 

All costs which involve processing, trans- 
portation, refining, distribution, and mar- 
keting are not classified as mineral resource 
assets. Examples include the following: 


development 


field 
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1. Refineries; 

2. Transportation equipment and facilities 
beyond the point of market in the field—in- 
cluding pipelines, barges, and trucking 
equipment; 

3. Drilling equipment and related facilities 
used in drilling operations. 

For the mining industry mineral resource 
assets include the following: 

1. Capitaiized costs related to— 

a. Acquisition of mineral rights, leases or 
properties; 

b. Exploration; 

c. Development of ore bodies. 

2..All assets employed in the extraction 
and conversion process which are necessary 
to produce mineral product or products 
which are commercially marketable; 

3. Processing assets, located at or dedi- 
cated solely to a mine or mines in which the 
registrant has an economic interest, which 
are designed with specific regard to the par- 
ticular physical or chemical characteristics 
of the ores being mined or the scale of oper- 
ation, and which, by their nature, would 
have only nominal economic value in the ab- 
sence of the ores they were designed to 
treat; 


40731 


4. Supportive facilities such as power gen- 
erating and distributing facilities, mine 
transportation facilities, townsites, other in- 
frastructure, etc., which derive value solely 
because of the existence of the ore body. 

All costs which involve processing, manu- 
facturing, and fabricating facilities which 
are not directly associated with, nor derive 
value from, a particular mineral deposit in 
which the.registrant has an economic inter- 
est, e.g., smelters and refineries which 
obtain their feed from outside shippers, are 
not mineral resource assets. 


* * * « 


Question 4; (Deleted and Reserved. ] 


[. [Deleted and Reserved.] 


{FR Doc. 78-25579 Filed 9-11-78; 8:45 am] 
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